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Coming — ‘Low school courses rarely men- 
tion the subject of excise taxes,’’ says an 
article that we have scheduled for the next 
issue. ‘The subject is generally ignored."’ 
That may have been the situation before the 
advent of the Frigidaire case, by which it 
was discovered that manufacturers’ warran- 
ties provided refund possibilities. The ar- 
ticle’s authors: Thomas M. Cooley, Il, and 
Henry B. Weaver, Jr. 


The claim of right doctrine is, in many in- 
stances, in conflict with good accounting 
principles and with several sections of the 
Code, according to Sidney Gelfand, who 
writes of this doctrine for the next issue. 
There is a case which he hopes will get to 
the Supreme Court and he hopes that the 
Court will ‘put an end to the taxing 
of prepayments as income to the accrual 


basis taxpayer.’ 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart: 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Administrative... 


FEDERAL 
TAXES 


A CORPORATION sold its assets to its two 
principal stockholders for 15 installment mortgage notes. The 
gain on this sale is being reported on the installment basis. 
Now, if the stockholders sell the property to others on the same 
terms, the corporation will cancel the stockholders’ notes and 
satisfy their mortgage in exchange for the installment mortgage 
notes of the new purchasers. 

Query: If the new purchaser's notes (same collateral, same 
terms) are substituted, need there be any change in the method 


of reporting the gain? 

Answer: Yes, otherwise unreported gain will go untaxed 
The corporation will have “disposed of” the first installment 
obligation when it surrenders the notes to the stockholders. This 
cuts off the right to continue reporting this sale on an installment 
basis. So, the total gain on the stockholders’ transaction should 
be reported.—See Burrell Groves, Inc. v. Commissioner, 55-1 ust 
© 9515 (CA-5). 


ry. 

| HE TAX COURT found that reasonable com 
pensation for two inexperienced corporate officers was $1,000 each 
instead of $6,000, which had been paid to them. An appeal was 
taken to the Fifth Circuit. The evidence might indicate that the 
officers’ services were worth more than the $1,000 authorized 
by the Tax Court, but the appellate court will not disturb the 
Tax Court's finding unless the evidence indicates that it is clearly 
erroneous.—San Marco Shop, Inc. v. Commissioner, 55-1 uste 
{ 9514. 


A PARTNERSHIP was dissolved and a new one 
formed. The new one was formed by a partner of the dissolved 
partnership and two new partners. Upon dissolution the assets 
of the old partnership were distributed in kind. One of the old 
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partners contributed his assets to the new partnership. The two 
new partners bought the assets of the retiring partner and con- 
tributed them to the new partnership as their contribution. 
These new partners paid the appraised value of the assets they 
purchased. What is the basis for depreciation of the assets 
contributed by the new partners, and what is the basis of those 
contributed by the old partner? 

The basis of the assets contributed by the new partners ts 
their cost, and the basis of the assets contributed by the old 
partner is the old partner’s original cost.—See Milton H. Jacobs, 
CCH Dec. 21,083(M), 14 TCM 637. This sale took place in 1947, 
at which time G. C. M. 10092 was in effect. 


A WIFE was given a 15 per cent interest in her 


husband's partnership. A gift tax was paid on this. When it 
came to splitting the income of the partnership, the Commis- 
sioner would not recognize the wife as a partner, and included 
her share of the income in her husband’s return. However, the 
court (CA-6) held that since the wife has the same legal rights 
and liabilities as the other partners—the wife’s personal holdings 
of real estate would become subject to the claims of creditors 
of the partnership—she was the legal owner of 15 per cent of 
the firm, that is, even though she was a silent partner. Con 
sequently, her income from the partnership should not be included 
in the income of her husband.—Whayne v. Glenn, 55-1 usre { 9476. 


The Commissioner’s theory was that the wife’s admittance 
did not accomplish a business purpose because (1) any capital 
contributed by her was originally in the firm at the time she was 
made a partner or was subsequently earned from this same 
capital; (2) she contributed no services to the firm, was unable 
to do so and was not expected to do SO; (3) she possessed no 
managerial ability; and (4) she was not expected to be able 
to conduct the business in the future or to provide in the future 
any quantum of business value not existing at the time she 
entered the firm, and none existed at that time. 


7 

Y OU CANNOT RECOUP a bad investment 
through income tax deduction by terming it an “involuntary 
preservation of the property.” The taxpayer bought a three-story 
building which had been built in 1840 in the Vieux Carré section 
of New Orleans. The building was condemned as unsuitable 
for habitation, and demolition was recommended. However, the 
Vieux Carré Commission did not approve the demolition because 


of the building’s historic value. The taxpayer was left no alter 
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native but to restore the property, which he did at a cost of 
$48,519. Part of this amount the taxpayer sought to treat as a 
capital expenditure subject to depreciation, but a larger amount 
he sought to deduct from income as necessary expenses, which 
were in the nature of necessary repairs, and which served only 
to put the building in good condition without structural changes 
The Tax Court ruled that the total amount expended should be 
capitalized and recovered during the new useful life of the build 
ing through deductions for depreciation. “The fact that the 
petitioner may have been compelled by local law to make an 
economically unsound investment in the restoration of this build- 
ing affords no basis for deducting capital expenditures as repair 
expenses zy Joseph M Jones, CCH Dec. 21,098. 


An 11-to-1 chance is not a remote chance. This 
situation arose in a case which involves the disallowance to an 
estate of the bequest to charity. The charitable bequest was 
provided for after the life estates of three beneficiaries, ages 82, 
66 and 68, respectively. If the 82-year-old beneficiary survived 
the other two, the gift to charity would be defeated altogether. 
This was an 11-to-1 chance. The estate took the deduction for 
the bequest to charity on the theory that this was, in the language 
of the regulations, “so remote as to be negligible.” The First 
Circuit held (reversing the district court) that this was not so 
remote a chance as to be negligible, although it was improbable 
that the 82-year-old beneficiary would survive the younger bene- 
ficiaries. This meant, then, that a gift to charity would depend 
on the termination of the life estates of the other two beneficiaries 
and, therefore, was not deductible—U. S. v. Dean, 55-2 ustc 
7 11,550. 

For other cases on this mathematical chance doctrine, see 
Commissioner v. Sternberger, 55-1 ustc § 11,504; Meierhof v. 
Higgins, 42-2 ustc J 10,200; Newton Trust Company v. Commis- 
sioner, 47-1 ustc ¥ 10,545. 


Dx IN’T EXPECT tax consolation for disappoint- 
ment in income, For instance, if you inadvertently fail to redeem 
bonds at their maturity, no tax loss is permitted.—Rev. Rul. 
55-405. . . . An organization composed of retail dealers conducted 
an advertising compaign for the benefit of the industry as a whole. 


The organization qualified for tax exemption as a business league, 


even though some of its members received benefits.—Rev. Rul. 
55-444. . . . Sharecroppers are self-employed——TD Release No. 


IR-117. 
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The Congress 


The Ways and Means Committee has 
approved and ordered reported to the House 
the following bills having to do with taxes: 

H. R. 291. Extending the retirement in- 
come credit to armed forces. 

H. R. 542. Exempting from withholding 


other than cash payments to a retail com- 
mission salesman. 


H. R. 3437. Providing a maximum manu- 
facturers’ excise tax on 
bile utility trailers. 


H. R. 3712. Extending to July 1, 1955, 
the period for claiming floor-stock refunds 
under the Excise Tax Reduction Act of 
1954. 

H. R. 6263 
brokers 


tions on 


leases of automo 


Easing tax treatment of 
in arbitrage transac- 
who hold 


investment 


who engage 
convertible 


bonds in 


bonds and 
their 


separate own 


accounts. 

H. R. 6728. 
carry-forward 
tax credits. 


nm. R 


tion of 


H. R Extending to 1957 the non- 
recognition of gain provisions for railroads 
in bankruptcy where there is a debt charge 


H. R. 6999. Eliminating any adjustment 
in computations tor 
work 


Extending carry-back and 
benefits to unused foreign 
6886. Assisting 
cigarette taxes 


states in collec- 


6887 


companies engaged in 
(1939 Code, Section 459(f)) 
which had taken advantage of the involun- 
tary LIFO inventory liquidation benefits 


H. R. 7024. 
turers’ excise tax 
parts tor 


de fense 


manufac- 
sale of component 
use in other manufactured prod- 
specifically, 


Removing the 
from 
ucts, automobile, refrigerator, 
television, or lens compo- 
The bill confine the tax on 
radio and television apparatus to entertain- 


radio, camera 


nents. would 


ment-type machines. 


Washington Tax Talk 


A ‘Bobtail’ Bill . . . 


Proposed and Final Regulations 


Washington Tax Talk 


H. R. 7148, Providing a personal exemp- 
tion for certain dependents in the Philip- 
pines. 


It has also approved legislation extending 
social security coverage to dentists, law- 
yers and other professional people, except 
physicians. Under further proposed changes, 
the eligibility age for women would be re- 
duced from 65 to 62 years, and disability 
benefits would be provided for 


workers after the age of 50 

Next January 1, 
would be increased 
with employer 
half. The percentage 
9 per cent by 1975. 


insured 


social security taxes 
from 4 to 5 per cent, 
and employee each paying 


would increase to 


A highway financing bill is receiving con 
siderable This 
taxes to 


attention. one would in 
and 
This bill would 
also increase the taxes on tires, tubes and 
the manufacturer’s excise tax on trucks, 
busses and Hearings are being 
held on the revenue provisions. 


crease gasoline three cents 


diesel fuel tax to six cents. 


trailers. 


The insurance company tax bill is moving 
toward passage. This is the Mills bill (H 
R. 7201), which, because of a technical 
amendment, applies to casualty com- 
well as to life 


now 
panies as insurance com- 
The proposal would continue to tax 
only investment income of the companies 
Investment income would be enlarged, how- 


include 


panies, 


(less depletion) 
and the.net income from any business other 
than the 


ever, to royalties 


business, as well as 
The deduc 
tion for reserves and other policy liabilities 
would vary according to the source of in- 


insurance 


interest, dividends and rents 


come, that is, whether derived from invest- 
ment of income trom regular life insurance, 
matured policies, annuities or exempt em- 
ployee plans, 


The House Ways and 


is also working on something called a 


Means Committee 


“Bob- 
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tail Bill.” It has no number. It has some 
thing to do with but it isn’t a tax 
on bobtails. So, to the dictionary in hurried 
fashion, which opus defines the word as “A 
bobbed tail or a horse 
There 
that 


Congressmen 


taxes, 


or a dog with such.” 
other definition, for 
the the 
Here’s what the committee is 
They are 


must be some 


doesn’t seem to fit actions ot 


doing readying something that 
will make Section 117(j) benefits for the sale 
of a crop with land applicable after 1941; re- 
pe al the excise tax on the transport of! coal: 
reduce the excise tax on air conditioners; 
the Hirshon-Godley rule (having to 
do with distributions of earnings by the way 
of cash or property); and fix the equity-in- 
vested capital of 


overrule 


a railroad recapitalization 
arising out of a bankruptcy after 1938 as if 
there were 1939 Code, 
Section 760 


an ex<¢ hange unde t the 


This proposal also will provide for “indi 
vidual 


retirement by excluding trom 


oT 
gross 


income amounts paid to a restricted retire 


ment fund or as 


premiums under a re- 


stricted retirement annuity contract: provide 


for accelerated amortization of the cost 


ol treatment abatement of 


se’ 


works for the 
air and stream pollution; 
tion 120 of the 1939 
to the 1954 Code 


deductions for 


and amend 
( ode to 


allowance e oft 


conform it 
unlimited 
contributions by 
if contributions in the taxable 
and eight of the ten preceding taxable 
plus income taxes, 


charitable 
an individual 
year 
years exceed 90 per cent 


of taxable income 


Perhaps the word “bobtail” to the 
tail off bills of other 


smen and pasting them together like 


reters 
committee's cutting the 


Conere 


a link of wieners preparatory to introducing 


them under a bill number. Perhaps the ver 
nacular refers to what the law, if passed, will 


do to the taxpayer. Yea—that’s it 


Our Cover. 
look at the 


\ handwriting expert might 
group of signatures featured on 
this months’ cover and predict: “There is 


a tax in their future.” The fine 


specimens 
those of the 
Ways and 
they 


political affiliation 


ot executive Signatures are 
members of the ¢ 


Means of the 
listed 
Democrats 

Jere Cooper, of Tennessee, Chairman 
John LD. Dingell, of Michigan 

Wilbur D. Mills, of Arkansas 

Noble |. Gregory, of Kentucky 

Aime |. Forand, of Rhode Island 
Herman P. Eberharter, of Pennsylvania 
Cecil R. King, of 
I homas | 
Hale 
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ommiuttee on 
House. 


thei 


and here are 


according to 


California 
©’Brien, of Illinois 


Louisiana 


Boggs, ot 


Eugene | 
Burr P 

Frank M 
Eugene | 
Albert S 
Frank N 


Keogh, of New York 
Harrison, of Virginia 
Karsten, of Missouri 

McCarthy, of Minnesota 
Herlong, Jr., of Florida 


Ikard, ol Te KAS 


Republicans 
Daniel A. Reed, of 
Thomas A. 


Richard M 
Robert W 


New York 
Jenkins, of Ohio 
Simpson, of Pennsylvania 
Kean, of New Jersey 
Noah M Mason, of Illinois 

Hal Holmes, of Washington 

John W. Byrnes, of Wisconsin 
Antoni N. Sadlak, of Connecticut 
Howard H. Baker, of 


Thomas B. Curtis, of 


Tennessee 
Missouri 


The Commissioner 


Regulations on the following sections have 
now become final 


; Section 74, prizes and awards; 


Section 73, services of a 
Section 
treatment of bond premium by dealers 

Section 77, having to do 


modity Credit Corporation loans 


and 


with Com 


Under the 1954 Code it is possibl 
child to be both a dependent and a taxp: 
The earnings of the minor ar 
minor. Where the 


19 and the 
the child, « than one half of 
its support, the child is a dependent and the 
parent is entitled to take the de pe ndent de 
duction The child, on the other 
entitled to his own personal exemption 


taxed to 
child is under the age 
parent, in spite of the earnings of 


ontributes more 


hand, 1S 


According to the 
and 


regulations the 
awards for TV and 
programs are 


prizes 
radio 
to be 


in the gross income of the recipient 


giveaway 
very definitely included 

here 
are some exceptions but they are very lim 
ited ‘| hus, decid 
ing whether or not to compete for the 
$16,000, $32,000 or should 
weigh the chance of risking more than they 
stand to gain. For instance, 


ful contestant 


successtul contestants 


greater question 
if the success 
won $8 O00, the chance 
of winning another $8,000 is diminished by 
the tax that falling in a higher 
bracket will reduce the additional winnings 
In other words, a contestant might be risk 
ing $8,000 to win perhaps $6,000 or less, de 
pending upon the bracket in 

contestant’s taxable will 


has 


the income 


which the 


income fall 


Prior to the enactment of 
rules of Section 75, 
quired to 


the 
were 


special 
dealers not re 
amortize the premiums when 


bonds were inventoried or constituted stock 


(Continued on page 583) 
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Tax Inducements 
for Doing Business in Haiti 


By J. HENRY LANDMAN 


OF US who arse 


seeking 


Saving 


more 
should 
ing business in the 
Haiti. It is in the midst of 
national by stimulat- 


8 ipatercs 


profits through greater tax 


give consideration to doi 
Republic Oo! 
improving 


its welfare 


domestic and business 


the 


ing foreign activity 
tax 
This situation is particularly interesting to 
United 
announced 
Haiti may be 
own federal in 
profits and 


United States.’ 


through means of favorable rates 


because, in addition, 
states 


that 


us 


our own 
recently 
to 
our 

the 


taxable in 


Treasury has 


income taxes paid 


credited in computing 


come taxes where same 


carnings are the 


Doing Business in Haiti 


To encourage 
industries, 


the 


generous 


establishment of new 


tax, and other, 


cessions are offered by 


con 
Haiti to foreign and 
domestic capital. Every enterprise organ- 
industry, after ap- 
ot of 


commission 


Haiti in a 
proval by the 
the National 


representing 


ized in new 
Minister 


Economy 


Finance and 
and a 
various government 

a period of five 
income 


depart 
ments, 


(1) 


cense 


enjoys tof 
oT 


and 


years 
reduction tax, communal li- 
the 


amount of 50 per cent during the first year, 


fees foreign license fees in 


and 20 per cent during the other four years, 


(2) exemption from export duties on its 


products and (3) customs immunity on the 


' Secs. 33 
Code; Rev 


901-905 of the 1954 Internal Revenue 
Rul. 272, 1953-2 CB % 


Doing Business in Haiti 


This Caribbean Republic 
Has Been an Overlooked Tax 


Shelter, the Author Believes 


importation of machines and apparatus nec 
essary for the enterprise. 

Later, competitors in 
dustry 
holiday 


new in 
partial tax 
is limited to the expiration date of 
the five-year period established by the first 
entrepreneur 


the same 
are welcomed, but their 


However, all business 


old, 


months of 


whether 
first 12 
existence a per cent reduc- 
the 12 months a 20 
per reduction, in income taxes and in 
patent and license fees.” 

The 


treated 


enterprises, 


new oft during their 
50 


next 


enjoy 


tion, and during 


cent 


aforementioned tax 


Irom 


advantages are 


as deductions the 


following 


Haitian basic tax law 


Individuals and partnerships, but not cor- 
porations, are subject to a nominal income 
tax Haitian 
fixed-rate 


on earnings and profits on a 


basis, except those whose inven- 


tories are valued at less than 5,000 gourdes. 
*Law on new 


published in Le 


industries, October 8, 1949, 
Moniteur, October 24, 1949 
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J. Henry Landman is a New York attorney 
and professor of tax law at New York Law School 


The fixed-rate income is calculated by mul- 
tiplying by five the yearly rental value of 
their commercial buildings and lands. 


All corporations, partnerships and indi- 
viduals, domestic and foreign, conducting a 
trade or business, are subject to an income 
tax whether or not they are also required 
to pay a tax on the above fixed-rate basis. 
Such net taxable income is arrived at by 
deducting the usual operating expenses and 
a maximum of 18,000 gourdes for aggregate 
executive salaries. In addition thereto, 25 
annual earnings not to exceed 
100,000 gourdes may be deducted if these 
earnings are invested for increased produc- 
tion. But no deduction 


eign taxes 

All married 
5,000 
whose net 


per cent ol 


is allowed for for- 


income 
persons 


persons whose net 


exceeds single 
3,000 gourdes 
are subject to income tax on a withholding 
basis, with a deduction of 1,000 gourdes for 
each dependent, not to exceed five in num- 
ber, and with a 10 per cent deduction for 
personal expenses, limited to 1,000 gourdes, 
among personal deductions. Divi- 
dends are received tax free 


gourdes and 


income exceeds 


other 


United States individuals, partnerships 
and corporations, businesswise, are treated, 
by and large, as native 
entities are treated. Agents, not their prin- 
cipals, are subject to Haitian tax.’ 


similar business 


The right to acquire and hold real prop- 
erty for purposes is granted to 
aliens and alien companies, but in no case 


residence 


residence 
may he engage 

The right to 
minor 


may an alien own more than one 


in the same locality, nor 


in real estate transactions. 


own real with 


property restrictions 


is also granted to aliens and alien com- 


* Constitution of the Republic of Haiti, 1950, 
published in Le Moniteur in November, 1950 
See also ‘Establishing a Business in Haiti,"’ 
published by the International Reference Serv- 


568 


panies for the needs of their agricultural, 
commercial, industrial or educational ente1 
Such right to 


terminates two years alter 


prises own real property 
the alien ceases 
to reside or the alien 


erations in Haiti 


company ceases Op- 


There is a capital tax of 1 per 


the value of 


cent on 
capital stock 
gourdes for 


share of 
and of 1% 
500 gourdes of the par 


each 
every six months 
value of shares 
of one half of 
each 500 gourdes of the par 
transferred. If 


each 


issued There is also a tax 
a gourde tor 
value of shares shares are 
kept outside of Haiti, this transfer tax does 


not apply 


There are small excise taxes on alcohol, 


gasoline, soap and a number of other prod- 
ucts, and a high tax on tobacco. Licenses 
for imports from the United States are not 


The 


imports is 20 per 


necessary average ad valorem tax 
rate for 


cent, 


cent to 25 per 
exports it is 10 per cent. 
Small stamp taxes amounting to one tenth 


and for 


of a gourde per 100 gourdes are imposed on 
documents, checks and other business papers. 


The real estate tax is from 3 per cent to 
3% per cent of the yearly rental value of 
buildings in cities plus a land tax of two 
4 of a gourde per meter along unpaved 
roads. A 
commerce must be paid by foreigners, and 


gourdes per meter along paved roads and 
I 


small license fee for industry or 


is 125 per cent of the national’s occupation 
permit, which varies according to occupa- 
tion and Foreigners 
also pay 25 gourdes for a residence permit. 
The security 


of which 4 per cent is paid by the employee 


location of business 


social tax rate is 8 per cent, 


The minimum wage in Haiti is 3% gourdes 
per day 
ice of the United States Department of Com- 


merce, Bureau of Foreign and Domestic Com- 
merce, in October, 1950 
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lhere are no exchange controls and no 
remittance tax in Haiti. Profits are freely 
convertible into United States dollars. The 
gourde is stabilized at five to the United 
States dollar. United States currency cir- 
culates freely. No exercised 
over transfers of royalties, earnings, capital 
and dividend Export restric- 
tions exist as to gold, timber and lumber. 
No special regulations or restrictions exist 
as to imports. 


controls are 


declarations. 


United States Foreign Tax Credit 
for Haitian Taxes 


Domestic corporations, citizens and per- 
manent alien residents are subject to United 
States taxes on their entire income earned 
throughout the world, and heretofore all 
taxes paid to Haiti could be deducted from 
United States federal taxation only as ordi- 
None 
of the Haitian taxes had been entitled to a 
foreign tax credit because the United States 
Treasury believed at the time it published 
its ruling, in 1944, that none of the Haitian 


taxes were in the nature of an income, wa! 
‘ 


nary and necessary business expenses. 


profits or excess profits tax.’ 

Upon examination of the Haitian tax laws 
of 1949 and 1951, the United States Treas- 
ury issued a ruling holding that to 
the extent that our taxpayers pay income 
and similar taxes under these laws, they 
are entitled to foreign tax credit against 
United States income taxes.* Hence, the 
small Haitian may now be 
credited income taxes paid to the 
United Treasury. This credit for 
foreign income taxes represents a unilateral 
method of relief from double taxation in 
which the United States recognizes the 
prior right of a foreign country to tax in 
and grants— 
offset of the 
States taxes. 


new 


income taxes 
against 


States 


limitations—an 
United 


come, within 


foreign tax against 

In most instances, the foreign tax credit 
effects a much greater tax saving than does 
the deduction. Naturally, if a 
claimed for foreign 
not be 


credit is 
such taxes 
a deduction, but 


taxes, may 
all othe 
taxes may. United States taxpayers would 
be entitled to this foreign tax credit on 


their Haitian operations whether the actual 


taken as 


business vehicle were a branch; a proprie- 
torship; a partnership; a domestic or Haitian 
subsidiary corporation; or a domestic or 
Haitian independent corporation. Such credit 

‘IT. T. 3649, 1944 CB 293 

Rev. Rui. 272, 1953-2 CB 56 

* Secs. 901-905 

7 Sec. 904(a). 


Doing Business in Haiti 


Haiti may operate through (1) a Western 


may not exceed that proportion of the tax 
which the United States corporation’s nor- 
mal tax net income from the Haitian source 
bears to its entire normal tax net income 
The Internal Revenue 
1954 eliminated the “over-all” re- 
Hence, one or more 
foreign countries will no longer have to be 
set off against profits in others in order to 
compute the allowable credit. Certain royal- 
ties paid to a domestic corporation by its 
wholly owned Haitian subsidiary will qualify 
as dividends for this credit." 


for a given 
Code of 
striction. 


6 
year 


losses in 


The claimant of the foreign tax credit 
would ordinarily be the taxpayer who had 
paid the tax to Haiti. There is one excep- 
tion: A United States corporation which 
owns 10 per cent or more of the voting 
stock of a Haitian or other foreign corpora- 
tion may take a credit against its United 
States income attributable to the 
earnings in the form of dividends from its 
subsidiary.” 


taxes 


In each taxable 


year, a taxpayer must 
elect between deducting and crediting for- 
eign income taxes. If a credit is elected, 
all foreign income taxes must be credited. 
The source of the income must be in Haiti, 
in accordance with our federal tax concepts, 
in order to be entitled to a credit for taxes 
paid to that country. But certain dividends 
received from foreign corporations are con- 
sidered income from sources within and not 
without the United States, for purposes of 
computing a foreign tax credit because of 
the amount of business the foreign corpora- 
tion does in the United States. The 1954 
Code provides that payments in lieu of divi- 
dends to its parent by a wholly 
owned engaged in manufactur- 
ing, production or mining, such as con- 
sideration for services or property in excess 
of cost, shall be treated as dividends for 
the purpose of the foreign tax credit.’ 


domestic 
subsidiary 


Taxpayers who are entitled to foreign tax 
credit are citizens and domestic corpora 
tions, permanent alien residents of the United 
States, and individual members of partner- 
ships. Nonresident aliens and foreign cor- 
porations in the United States are not 
allowed a foreign tax credit, but may claim 
deductions for various foreign taxes. 


Resident aliens are entitled to a foreign 
tax credit if their own country reciprocates.” 


Americans desirous of doing business in 


® Sec. 902(a)-(b). 
* Secs. 243-246, 902(b) 
” Secs. 901-905 





This article was read with approval by 
the Honorable Paul Eugene Magloire, 
President of the Republic of Haiti; 

the Honorable Cinne Leconte, 

Consul! General of Haiti in New York; 
the Honorable Serge Corvington, 
Consul of Haiti in New York; and the 
Honorable Ludovic Desiner, Vice- 
Consul of Haiti in New York. 


Hemisphere Trade Corporation, operating 
as an entity, 
(2) an independent or subsidiary domestic 


independent or a subsidiary 


corporation, (3) a Haitian independent or 
subsidiary corporation or (4) a branch. 


does not discriminate for- 


Haiti 
eign business enterprises as long as they are 


against 
properly registered 


Western Hemisphere Trade Corporation 


rhe Internal Revenue Code of the United 
States offers a 
those wish to 
dental 
phi re 


special tax inducement to 


who trade, except for inci 
the Western Hemis 
purpose, it created the 
Western Hemisphere 


Corporation It is the 


purchases, in 
For this 
known as the 


tax 
entity 
usual] 


Vrade type of 


domestic corporation organized in any one of 
the states of the United States, 
is done in any country or countries in North, 
South the West 
including which satisfhes 
(1) that 95 


income oft 


whose business 


America, or in 
Haiti, and 
conditions 


Central or 
Indies, 


the following per 


} 


cent or more of the gross sucn 


new domestic corporation throughout its 


during the three years 


close of the 


existence or imime 


preceding the taxable 


older 
other 
and 


diately 
derived 
the 
cent or 


year o! an corporation was 
than 
(2) that 90 
income tor 


the 


from sources sources within 
United States 


more of its 


per 
such period 


gross 


was derived from acttwe conduct of a 


trade or business . 


In the usual absence 


or partially 


of dividend income 


such cor 


the 
This reduces the 


tax-exempt interest, 


porations may reduce their 


1955 by 27 


incomes tor 


year per cent 


United States normal tax and surtax of 52 


per cent by about 14 per cent (27 per cent 


x 52 per 
credit) 
at all.” 


March 1, 


cent) (betore the toreign tax 
Excess profits taxes do not accrue 
For taxable years beginning after 
1954, the reduction is 30 per cent 
" Sec 
% Sec. 922. 

“’ Secs. 531-537 

% Secs. 11, 246, 1501-1550, 1552 


570 


921 


These corporations are also entitled to 
foreign tax credit. They are subject, how- 
ever, to the penalty tax 
accumulations of profits.” 
for inclusion 
return. 


for unreasonable 
They do qualify 
in a consolidated income tax 
In effect, the 2 per cent increase in 
rate for filing a consolidated return would 
not apply to the surtax the 
Western Hemisphere Trade Corporation, 
but it would lose its exemption from excess 
profits taxation, if any. On the other hand, 
could offset the income of the 
other members of the family. 
When filing separate returns, a parent cor 
poration 


net income ot 


its losses 
parent and 


would pay income taxes on only 
15 per cent of the dividends received from 
Western Hemisphere Trade 
Of course, the Western Hemis 
phere Trade Corporation may also be an 
independent domestic corporation.“ In the 
the the consolidated re 
the group, a subsidiary Western 
Hemisphere Trade Corporation, like the in 


a subsidiary 
Corporation 


absence of use ot 


turn for 


dependent one, may avail itself of the two-year 
carry-back and the five-year carry-forward 


loss to losses 


and 
stock of a 


Ce rp yration 


earnings ovet 
Western 
becomes 
How 
stock 
is owned by a parent corporation and more 


spread 


eight years. If the 


Hemisphere q rad 
worthless, one suffers a capital loss 
ever, if 95 per cent or more of the 
than 90 per cent of the gross receipts of the 
busi 
Partial 
effected only 
The United 
arising trom the 
Western Hemis 


would depend 
an independent or a 


former corporation is from trade o1 
ness, the latter sustains a full loss 


stock 


such 


can be 
stock.” 


consequences 


losses on such 
by the 
States 
liquidation of 
Trade 


whether it 


sale of 
tax 
successful 
phere Corporation 
upon was 


subsidiary corporation. If it were inde 
the 
the 


cent on all the 


become 


25 per 


pendent, stockholders would 
bargain tax rate of 
allocable distributed 


market 


subject to 
pronts 
and earnings at value in 
of the 
date of 
would tax 
other hand, if 80 per 


lair 
their 
liquidation, 


excess 
shares of stock at the 
and the 
liability 


cent or 


cost ot 
corporation 
* On the 
the 
subsidiary’s voting and other stock is owned 


sustain no 


more of 


by a parent, no tax on profits and earnings 
and no losse S accrue 

The effective 
Western Corporations 
for the year Since the 
Haitian income tax rate is less than 38 pet 
these Haitian 


United 
Hemisphere 


states tax rate tor 


Trade 
1955 is 38 per cent 


cent, taxes are absorbed by 
% Sec. 165( 2) 

” Secs. 302, 331, 342. 

Sec. 332 
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Pan American World Atrways 


This is Cap Haitien, oldest city and port in the Republic of Haiti, as seen 


from the sharply rising hills behind the port. 
of the first white settlement in the Western Hemisphere. 


Cap Haitien is the site 
Columbus wrecked his 


flagship, the Santa Maria, near here on December 24, 1492. 


the foreign tax credit against United States 
income taxés of a Western 
Hemisphere Trade Corporation diminishes 


The tax appeal 
if the foreign income tax rate exceeds this 
38 per cent rate and it disappears completely 
when the 52 per cent rate is reached, under 
current United States tax rates. Since Haiti 
does not a tax on dividends paid 


parent 


impose 
nonresidents, the 
of the 
Trade ( 


advantages thereby 


corporate 
Western 


orporation will not 


owner 
stock of a Hemisphere 


suffer tax dis 


Gross Income Abroad 


[There are two inherent in the 


problem of tax inducements in foreign trade 
One is the 


enigmas 


meaning of “gross income 
from sources other than sources within the 


United States” and the other is “active con 
duct 


of trade or business.” A proper under 


standing oft them ts essential tor a correct 


comprehension of the tax 


consequences or 
our foreign trade 


“(Gross income other 


States” is 


from 

United 
term, and is defined with clarity 
de nniteness 


sources 


than sources within the 
an @€Vasive 


and neither by the courts nor 


4% Secs 
1-4 


861-864: Regs. 118, Sec. 119(a)1-6, (e) 


Doing Business in Haiti 


by the United States Treasury. The prob 
lem is aggravated by court opinions being 


frequently in conflict 


with Treasury 


regu 
lations on the This situation has 
frequently left 


to how to avoid 


question 


business in a quandary as 


litigation over the origin 


and nature of 


its foreign-trade operations 
This vexing problem, in turn, confuses the 
one involving the allocation of income be 
tween foreign countries and the United States 
which has alw 


which 


ays plagued our 
frequently 


people and 


results in double 


taxation 
The Treasury’s regulations 
qualified answers to the 


lems 


offer some 
interrelated prob 
Obviously, the 


property, 


mMmcomes 


from real 


mining and agriculture 


taxwise 
have their respective sources abroad or im 
the United States, depending on their loca 
tions. But what is the source of the 


taxwise, 


income, 
from merchandise purchased in the 
United States and sold abroad? 

in a foreign country and sold in t 
States’? Produced 
the United States? 


sold within the 


Pure hased 
e United 
sold without 
without 


within and 
Produced 
[ Inited St: tes? 


and 


he Treasury regulations elaborate on the 


term “gross income” from sources 


within, 








without, and partly within and partly with- 
out the United States, particularizing on 
interest, dividends, compensation, rentals, 
royalties and capital gains. Section 61 of 
the Internal Revenue Code, dealing with 
the definition of gross income, and Sections 
881-883, treating of the taxation of foreign 
corporations and their respective applicable 
regulations, further expound on this trying 
problem, but with little more success. The 
1939 statute Section 119(e)(2), in explain- 
ing gross income from sources partly within 
and partly without the United States, says: 
“Gains, profits and income derived from the 
purchase of personal property within and its 
sale without the United States or from the 
purchase of personal property without and 
its sale within the United States, shall be 
treated as derived entirely from sources 
within the country in which sold... .” 
(Italics supplied.) Regulations 118, Section 
39.119(a)-6, in dealing with the sale of per- 
sonal property, says: “Income derived from 
the purchase and sale of persona) property 
shall be treated as derived entirely from 
the country in which sold... .” It pro- 
ceeds to state: “The ‘country in which sold’ 
ordinarily means the place where the prop 
erty is marketed.” (Italics supplied.) Sut 
what does the Treasury mean by the words 
“sold” and “marketed” ? 


The Treasury had earlier held that the 
place where legal title to the property 
passed determined the source of the in- 
come.” Subsequently, the Treasury con- 
cluded that the place where the contract 
was executed, and not necessarily the situs 
of the passage of the title,” 


" was determina 


tive of the source of the income. This change 
of thought was prompted by a doubtfully 
correct interpretation of the United States 
Supreme Court decision in Compania General 
de Tobacos de Filipinas v. Collector of In- 
ternal Revenue ™ in 1929. 


” ©. D. 651, 3 CB 265 (1920); O. D. 1100, 5 CB 
118 (1921); I. T. 1569, IIl-1 CB 126 (1923); I. T 
2068, III-2 CB 164 (1924): G. C. M. 2467, VII-2 
CB 188 (1927); I. T. 2549, [IX-2 CB 360 (1930) 

™G. C. M. 8594, IX-2 CB 354 (1930) 

1 279 U. S. 306, 49 S. Ct. 304 

2G. C. M. 13475, XIII-2 CB 224 (1934) 

2G. C. M. 25131, 1947-2 CB 85. 

“RR. J. Dorn & Company, CCH Dec. 4194 
12 BTA 1102 (1928); Porto Rico Consolidated 
Fruit Company et al., CCH Dec. 5210, 16 BTA 
T78 (1929): Compafiia General de Tobacos de 
Filipinas v. Collector, cited at footnote 21; San 
Carlos Milling Company, Ltd., CCH Dee. 7334, 
24 BTA 1132 (1931), aff'd, 3 usrc § 1049, 63 F 
(2d) 153 (CCA-9): Hubert De Stuers, CCH Dec 
7597, 26 BTA 201 (1932): Briskey Company, 
CCH Dec. 8400, 29 BTA 987 (1934), aff'd, 35-2 
ustc $9503, 78 F. (2d) 816 (CCA-3); Commis- 
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The government of Haiti is 
constitutionally a republic. Paul E. 
Magloire is its incumbent President and 
Ducasse Jumelle its Secretary of 

State of Finance and of the National 
Economy. United States Ambassador 
to Haiti is Roy Tasco Davis. 


In 1934, the Treasury changed its mind 
again. It concluded that the place where 
the contract was negotiated was decisive of 
the source of income of the sale or exchange 
of personal property.” 


In 1947, the Treasury promulgated its 
current view. In general, it holds that the 
source of income arising from the sale of 
personal property is the point where the 
seller surrenders all his right, title and 
interest to the buyer. Where bare title is 
retained by the seller, the sale is deemed 
to have occurred where and when all equi- 
table interests pass. If the sale is arranged 
primarily for tax avoidance, all factors will 
govern the determination of the time and 
place of the sale.” 


This vacillation on the part of the Treas- 
ury reflects the difficulties in solving the 
intricate question as to what factor or fac- 
tors give rise to income 


In contrast with the Treasury’s unde- 
cided views as to the source of income, the 
courts have taken a consistent legal posi 


tion that the passage of title to personal 
property decides the situs of the source of 
income “ in the absence of fraud 


These conflicting concepts of the term 
“gross income from sources other than 
sources within the United States” cannot 
be solved until the United States Supreme 
(Court squarely decides the issue. It had its 


sioner v. Hast Coast O'l Company, 36-2 vwstc 
© 9445, 85 F. (2d) 322 (CCA-5), aff'g CCH Dec 
775, 31 BTA 558 (1934), cert. den., 299 U. S 
608 (1936): Hazelton Corporation, CCH Dec 
9813, 36 BTA 908 (1937) (nonacq.); Anglo-Mezxi- 
can Petroleum Company Ltd., CCH Dec. 9941-B 
(dism’d, CCA-2, 1938): Ardbern Company, Ltd., 
CCH Dec. 11,072, 41 BTA 910 (1940), 41-2 ust« 
{ 9533, 120 F. (2d) 424 (CCA-4, 1941); Elston 
Company, Ltd., CCH Dec. 11,233, 42 BTA 208 
(dism’'d, CCA-4, 1941) (nonacq.); Ronrico Cor- 
poration, CCH Dec. 12,022, 44 BTA 1130 (1941) 
(dism'd, CCA-5, 1942); Exolon Company, CCH 
Dec. 12,188, 45 BTA 844: Amtorg Trading Cor- 
poration, 45-2 uwstre {9339, 150 F. (2d) 536 
Pedro Sanchez, CCH Dec. 15,169, 6 TC 1141, 
aff'd, 47-1 ustc 1 9297, 162 F. (2d) 58 (CCA-2); 
G. A. Stafford 4 Company, Inc., 48-1 ustc 7 5925, 
78 F. Supp. 89 (DC N. Y.) 
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opportunity in the 
Tobacos de Filipinas case, but failed. 
puzzle therein for the court to solve was 
the stipulation that the merchandise 


General de 
The 


Compania 


“was 
sold in the United States by the agency 
therein of the plaintiff's Philippine branch, 
the sale being subject to confirmation and 
absolute control as to price and other terms 
and conditions thereof, by the plaintiff's 
Philippine branch ....” The court held 
that in the specific instances where con- 
firmation was given by the Philippine branch, 
the merchandise was sold and the profits 
arose in the Philippines. But it also held 
that the place where the contract was ex- 
ecuted, and not necessarily that where title 
passed, fixes the source of the income. The 
Fifth Circuit,” in 1936, in referring to this 
case held that the latter was authority for 
the proposition that since title to merchan- 
dise passed in the Philippines, that 
determinative of the source of the taxable 
income. It accordingly reconciled Compania 
General de Tobacos de Filipinas with the 
entire line of court decisions that hold that 
the situs of the passage of title is the source 
of income in the sale of personal property 


The other crucial, though less 
phrase, which lacks definiteness and 


’ 


was 


vexing, 
there- 
fore, worries the taxpayer in foreign trade 
is “active conduct of a trade or business.” 
Light is thrown on these words by such 
comparable ones as “carrying on or doing 
business” in connection with the capital 
stock tax,” and “engaging in trade or busi- 
ness” in connection with income tax.” With 
these terms as authority, it might be con- 
cluded that business activities beyond the 
mere receipt of income from property and 
the payment of organization and adminis 
trative expenses in connection with it would 
constitute “active conduct of a 
* Under other 
Internal Revenue Code, “engaging in trade 
or business within the United States” 
not include the 
rities 


trade or 
business.” sections of the 
does 
sale of stocks, secu- 
commodities through a broker, 
but does include the performance of per 
sonal services.” 


mere 
and 


% Commissioner v. East Coast Oil Company, 
cited at footnote 24 

*% Flint v. Stone Tracy Company, 220 U 
(1911); Van Baumbach v 
pany, 242 U. S. 503 (1917) 

* Commissioner v. Nubar, 51-1 ustc § 9111, 185 
F. (2d) 584 (CA-4), rev’'g CCH Dec. 17,244, 13 
TC 566: Linen Thread Company, CCH Dec 
14,405, 4 TC 802, aff'd, 46-1 ustc § 9125, 152 F 
(2d) 625: Linen Thread Company, CCH Dec. 
17,620, 14 TC 725; Regs. 118, Sec. 39.211-7. 

*See Lewellyn v. Pittsburgh, Bessemer & 
Lake Erie Railroad Company, 222 F. 177; Me- 


S. 107 
Sargent Land Com- 
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Pan American World Airways 


To prevent infiltration of the plant 
diseases which caused abandonment 
of banana plantations in some 

parts of Latin America, this worker 
sprays trees on a farm near Gonaives, 
Haiti. Banana growing is an important 
business in Haiti, whose economic 

life hinges largely on 

its agricultural production. 


In the confused state of the law as to 


the meanings of the phrases “gross income 
from sources othet 


United States” 


than sources within the 
and “active conduct of trade 
or business,” greatest certainty exists as to 
income trom toreign real property and per- 
sonal service. It is that the situs of 
real estate, mines and soil, and the place of 
the rendering of 


clear 


personal service, dete: 
mines the source of income, and the nature 
ot the operations entailed therein is clearly 


active conduct of The 


place of contract sum, ol 
execution of the contract and of payment of 


trade or 
payment of the 


business. 


Coach v, Minehill & Schuylkill Haven Railroad 
Company, 228 U. S. 295. 

* Secs. 119, 143-144, 211, 231: Union Interna- 
tionale de Placement v. Hoey, 38-1 ustc § 9284, 
96 F. (2d) 591, rev'g 38-1 usre { 9068: Berliner 
Handels-Gesellschaft v. U. 8., 39-2 ustc 1 9796. 
90 Ct. Cls. 75, 30 F. Supp. 490, 1940-1 CB 244, 
cert. den., March 11, 1940; S. T. 706, XII-2 CB 
406: G. C. M. 22069, 1940-1 CB 242; Section Seven 
Corporation v. Anglim, 43-1 ustrc § 9459, 136 F. 
(2d) 155 (CCA-9); Haussermann, CCH Dec 
6984, 23 BTA 378 (1931), aff'd, 3 usrec 9 1020, 63 
F. (2d) 124, cert. den., 289 U. S. 729 (1932). 
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a 


United Press Photo 


One of the more characteristic native 
“open air’ industries in Haiti is 

the making and selling of straw hats. 

in the above photograph, ‘‘hats to be”’ 
are hung out for airing. Native 

grass has been spliced and placed 
outdoors for drying, soon to be 

ready for the weavers. 


foreign taxes are contributory elements to 


support or to disprove these concepts 


As for the sale or purchase of personal 
property in an export or import under 
taking, f.o.b. some foreign port, with sup 
porting governmental and financial documents, 
is indispensable to satisfy the judicial inter- 
pretation of the requirements of a Western 
Hemisphere Trade Corporation. To con- 
form with the Treasury’s rulings, in addi 
tion, it would be well to conduct as much 
economic activity of the transaction abroad 
as is feasible, including some of the follow 
ing: sales campaigns, promotion programs, 
agency representation, payment of foreign 
taxes, maintenance of sales or purchase 
ledgers, and payments. Although the place 
of payment of the purchase or sales price 
does not in and of itself determine the situs 
of the passage of title to merchandise, pay 
ment abroad helps to further prove the 


foreign source of the income and active 
business conduct. In the case of a Western 
Hemisphere Trade Corporation, the quanti- 
tative requirements for the foreign source 
of income are so high that even an imma- 
terial misallocation of income between a 
foreign country and the United States would 
prove fatal to it and to its tax advantages. 
As for a manufacturing, mining or agri- 
cultural enterprise abroad or in the United 
States, the source of the gross income is 
relatively indisputable. When these enter 
prises also engage in international selling, 
the problem of a reasonable allocation of 
income is raised which might be detrimental 
to compliance with the quantitative require 
ments of a Western Hemisphere Trade 
Corporation. The establishment of inde 
pendent sales corporations would render the 
entire venture less vulnerable to adverse 
allocations of income. Certainly, a holding 
company merely collecting the dividends 
and interest on securities that it owns could 
not possibly avail itself of these tax ad 
vantages. 


Domestic Corporation, 
Haitian Corporations, and Branches 


A United States subsidiary or independent 
corporation registered in Haiti as an op- 
erating business may or may not qualify 
as a Western Hemisphere Trade Corpora 
tion. Whether it does or not depends upon 
whether it meets the requirements for it as 
prescribed by our Code.” Failure to comply 
means the loss of favorable United States 
tax advantages. In all other respects they 
are mere foreign operating corporations 
registered in Haiti with no particular ad 
vantage in favor of one as compared with 
the other. Actually, neither one suffers par 
ticularly from discrimination in contrast 
with Haitian organized corporations 


A United States subsidiary or independent 
corporation registered in Haiti would be 
subject to United States income taxes no 
matter where its profits were earned, sub 
ject to a credit for Haitian income taxes 
paid. In addition, in the case of the sub 
sidiary, 15 per cent of its dividends paid 
to the parent corporation would be taxed.” 
Either one may become subject to the 
penalty tax for the unreasonable accumula 
tion of profits.” They may be included with 
other members of a family of corporations 
in a consolidated return to effect offsetting 
profits and losses, to negative intercompany 





“® Sec. 921. 
™ Sec. 246. 
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In Haiti all types of taxpayers are 
subject to the following tax rates on 
net taxable income: 


up te 15,000 gourdes—5%, 

15,001 to 40,000 gourdes—10% 
40,001 to 70,000 gourdes—15% 
70,001 to 100,000 gourdes—20% 
100,001 to 200,000 gourdes—25% 
over 200,000 gourdes—30%. 


(A gourde is equal to 20 cents in 
United States currency on a 

fixed exchange basis.) 

Source: The income tax law of Haiti, 
September 12, 1951, 

published in Le Moniteur, September 
24, 1951; it became effective on 
October 1, 1951. 


capital transactions and to ignore, taxwise, 


intercompany dividends.» On _ the 


other 
hand, each type may avail itself of operat- 
ing loss carry-backs and carry-forwards to 
spread such losses over a maximum period 


of eight years.” 


Such 


great as to 


economic become so 


corporate stock 
Under such circumstances, ordi 
a capital loss is sustained or, if 95 
per cent or more of all the outstanding 
stock is owned by a parent corporation, a 
full loss.” 


reverses may 
render the 
worthless. 


narily 


Partial losses on such stock can 
be sustained their sale. On the 
other hand, such profitable corporations can 


only by 


be liquidated at the bargain capital gains 
tax rate of 25 per cent imposed not on the 
corporations, but on the 
the difference their allocable fair 
market value of all the and their 
stock holdings on the date of liquidation.” 
But if 80 per more of the 
sidiary’s and other stock is owned 
by the parent, no tax accrues on the profits.” 


stockholders on 
between 
assets 


cent or sub- 


voting 


A Haitian whether it be a 
subsidiary of a United States corporation 
or an independent one, is taxed, of course, 
by Haiti. It would be ordinarily classified 
by the United States Treasury as a 
resident foreign corporation. Consequently, 
it would be taxed by it only on fixed or 


corporation, 


non 


determinable annual or 


periodic income, 
such as domestic dividends, interest and 
rent.” However, if its operations caused 


it to be treated as being engaged in trade 
or business within the United States, it 
would become a resident foreign corpora- 
tion. Such corporations are taxed on income 
from United States sources, but their Haitian 
and other foreign income would 
United States income tax. 


escape 


A parent corporation is not entitled to 
the equivalent of an 85 per cent dividends- 
received credit as a deduction on the dis- 
tributions of its foreign subsidiary, unless 
the subsidiary is a permanent resident and 
derives 50 per cent or more of its income 
from United Dividends of 
a domestic corporation which derives less 
than 20 per cent of its gross income from 
the United States constitute income from 
abroad. Usually, the year of the dividend 
distributions of the foreign subsidiary can 
be controlled by the parent to fix the time 
when this foreign income becomes subject 
to United States income tax. Foreign cor- 
porations are not entitled to the foreign tax 
credit. But a domestic parent corporation 
is entitled to a foreign tax 
dividends it receives 


States sources 


credit on the 
from its foreign sub- 
sidiary, determined by the foreign income 
tax paid by the latter for these distributions, 
if it owns 10 per cent or more of the sub- 
sidiary’s voting stock. Only the subsidiary 
may take deductions for the foreign taxes 
it pays. Unlike the tax-free liquidation of 
a successful domestic subsidiary, the liquida 
tion of a foreign subsidiary ordinarily yields 
capital gains. Hence, dividend distributions 


of foreign subsidiaries are more desirable 
applies to the 


subject to cor 


foreign tax credit 
which are 


rates 


because 

dividends then 
porate tax Foreign corporations are 
not ordinarily includable in consolidated tax 
returns. Ordinary or capital loss treatment 
applies to worthless stock, depending on 
whether or not 95 per cent of the stock 
corporation. Partial 
capital losses can be effected by the sale of 


the stock. 


is owned by a parent 


Branch 
desirable, 


operations in Haiti are the least 
and taxwise. The 
enterpriser’s total assets are thus exposed 
to Haitian general law and tax law. The 
branch profits, together with all other profits 
of the enterpriser, are subject to United 
States tax with a credit for Haitian income 
taxes paid. Of course, Haitian branch losses 


businesswise 





*® Secs. 1501-1505, 1552. 
ua Sec 172. 
* Sec. 165(g). 
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* Secs. 302, 331, 342 
7 Sec. 332 
* Secs, 881-883 
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would reduce the enterpriser’s total tax- 
able income.” 


Tax Self-Sufficiency 
of Haitian Operations 


Corporate entity.—Except for branch op- 
erations, the favored vehicles for doing 
business in Haiti are the independent or 
subsidiary United States corporation, either 
qualifying as a Western Hemisphere Trade 
Corporation or not, or the independent or 
subsidiary Haitian corporation. Their re- 
spective business and tax virtues have al- 
ready been delineated. For the sake of 
completeness, one must also consider the 
tax self-sufficiency of the business entity 
that one has organized for the purpose of 
doing business in Haiti. The mere organiz- 
ing of one of the several vehicles we dis- 
cussed is not in and of itself sufficient. For 
United States tax purposes, one’s delibera- 
tions must also include the relationships of 
this vehicle with the others in its group. 


Where intercorporate transactions are con- 
ducted to distribute expenses and income 
so as to effect a tax saving, the Treasury 
may invoke Section 482 of the Internal 
Revenue Code and redistribute them in 
accordance with a truer economic pattern. 
Will any of the corporations organized to 
engage in foreign trade or business in Haiti 
run afoul of Section 482? This is not too 
likely if the primary purpose of their organ- 
ization is economic, rather than for tax 
avoidance. The refusal to expose a corpora- 
tion’s entire assets to the political and 
economic hazards of foreign countries and 
the desire to operate more effectively a 
foreign enterprise with a separate corpora- 
tion are sound and valid business motives, 
even if tax savings are incidentally effected 
thereby. Intercorporate transactions con- 
ducted at arm’s length have been held to 
avert the danger of the impact of Section 
482. It would be advisable that all sales 
and service charges between and among 
the various entities in the group be dis- 
charged at fair market value, that all inter- 
corporate loans be bona fide, and that executive 


salaries be reasonable and consonant with 
the new and old duties and responsibilities.* 


Section 269 of the Internal Revenue Code 
forbids the acquisition of a corporation for 
the purpose of securing a deduction, credit 
or allowance primarily to avoid or evade 
federal taxation. Newly organized foreign 
trade corporations may be confronted with 
the same problem under this statute as 
under Section 482. Here, too, the safeguard 
appears to be proof that the concern was 
established for business motives and not for 
tax evasion. The Treasury has given us 
some comfort in this regard by ruling that 
Section 269 is not applicable to the Western 
Hemisphere Trade Corporation.” 


A spin-off occurs when a part of the assets 
of a corporation is transferred to a new 
corporation, and the stock of the latter is 
distributed to the shareholders of the 
former without the surrender of an equivalent 
amount of stock in the distributing corpora- 
tion. A split-up entails increasing the num- 
ber of corporations by creating subsidiaries, 
dissolving the parent and distributing the 
stock of the subsidiaries to the stockholders 
of the parent in exchange for their stock 
in the latter. On the other hand, a split-off 
involves the same type of transaction, except 
that the parent is not dissolved.“ Obviously, 
spin-offs, split-ups and split-offs may be 
availed of, provided the pertinent provisions 
of the Code are complied with, to create 
a United States independent or subsidiary 
corporation, either of the variety-of the 
Western Hemisphere Trade Corporation or 
not, to engage in trade or business in Haiti 
or another foreign country. While it would 
be best to organize a new corporation for 
this purpose, with new capital and with its 
own distinct business purpose, there appears 
little risk in resorting to one or another of 
these methods of multiplying corporations 
to achieve the same result. Section 482 or 
269 would hardly be applicable under these 
circumstances. 


It must be said that the Treasury might 
also invoke Section 61 and the “substance” 
principle to vitiate the tax existence of any 





*” For the author's additional publications on 
the tax implications of foreign trade, see: 
“Post-War Planning for Western Hemisphere 
Trade Corporations,’’ 22 TAXES 214-216 (May, 
1944): ‘“‘Tax Incentives for Foreign Trade,"’ 
Controller, October, 1946, pp. 548-549; ‘Tax 
Inducements for Foreign Trade,"’ Business Rec- 
ord, April, 1946, pp. 160-166; ‘‘Some Tax Sav- 
ings in Foreign Trade,’ Eaporters’ Digest, 
July, 1944, p. 17 


Commissioner, 35-2 ustc { 9547, 79 F. (2d) 234 
(CCA-2), cert. den., 296 U. S. 645. For a more 
thorough study of all the tax dangers entailed 
in multiplying corporations, see the, author's 
*‘Multiplying Business Corporations and Acquir- 
ing Tax Losses,’’ Tax Law Review, November, 
1952, pp. 81-93, and ‘‘Being Taxwise and Other- 
wise in Multiplying Business Entities,"’ 30 
TAXES 893-904 (November, 1952). 
“TI. T. 3757, 1945 CB 200. 


” Seminole Flavor Company, CCH Dec. 14,511, * Sec. 355. 
4 TC 1215 (acq.); Asiatic Petrolewm Company v. 
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foreign or United States corporation, whether 
it be a Western Hemisphere Trade Cor- 
poration or not, or a subsidiary or not, by 
urging that the offspring corporation does 
not, in reality, exist. 


United States citizens.— United States 
citizens who live in Haiti or other foreign 
countries 17 out of 18 months—whether or 
not it is intention to reside abroad 
permanently—are not subject to United 
States income taxes to the extent of $20,000 
of foreign earnings annually. In the alterna- 
tive, such United States citizens can qualify 


their 


for exemption on all of their foreign earn 
ings if establish that they are 
bona-fide permanent residents abroad except 
United States.” 


[The End] 


they can 


for occasional visits to the 


ADDENDUM: HAITIAN GOVERNMENT, 
SOCIETY AND ECONOMICS 


The Republic of Haiti is one of only 
three independent states in the West Indies. 
The two are Cuba, on an island 
due Haiti, and the Dominican 
Republic east of the Republic of Haiti and 
sharing its island 


other 


west o! 


which lies west of Puerto 


Rico. The other islands in the Caribbean 
are colonies or dependencies of Great Britain, 
the Netherlands and the United States 


(There is little published material on the 
current government, politics, society and 
economics of Haiti. See, however, Mission 
to Haiti (United Nations, 1949). For addi 
tional published tax information on Haiti, 
see W. H. Diamond, Foreign Tax and Trade 
jriefs (New York, Fallon Book Company, 
1952); Martindale-Hubbell Directory 
(1953), Vol. III For information on the 
United States Point Four Program in Haiti, 
see “United States 


Law 


Technical Assistance in 


Haiti,” report of Senator Mike Mansfield, 
June, 1954.) 
Haiti is the smallest and most densely 


populated of the American republics It 


is about the size of Maryland. It is the 
only Negro government in the Western 
Hemisphere. It was discovered by Chris- 
topher Columbus in 1492, and has had a 


stormy history ever since, under 
Spanish and French rule. In 1801 a native 
government was set up under ‘Toussaint 
Negro leader He was 
captured by the French and died in prison 
at Fort-d 1804 this 
government declared its independence from 


French rule, and in 1820 it became a repub 


successive 


L’Ouverture, a 


Joux in France. In 


“ Sec. 911 
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Tiny burros with huge panniers slung 

across their backs are a common 

sight on the roads of Haiti and on 

the streets of Port-au-Prince. 

More often than not, the burro also 

carries his mistress as he plods 

to and from the market place. 

Haitians are descended from 

African slaves. Ninety per cent of 

the population are Negroes. 


Most 


lic. In 1822 the Republic of Haiti embraced 


the whole of the 


island on which it is 


located, and remained in power until 1843, 


when the eastern two thirds of it revolted, 


and the Dominican Republic was established 


There followed a period of revolution, cor 


ruption and disease, which was terminated 


in 1915 when the United States Marines 
took command sy the treaty of 1916 the 
United States agreed to help administer 


the country until the Haitians 


( ould ROV 


ern themselves. The marines stayed until 
1934, but the United States fiscal expert 
continued to supervise customs until 1941, 


when he was superseded by the republic’s 
own Banque d’Haiti, On Jan 
uary 11, 1946, President Eli 


driven from the country by revolution, and 


Nationale 


Lescot was 


a three-man military 


government ruled un 
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United States Foreign Trade with Haiti 
(In thousands of dollars) 


Exports Imports 

Year to Haiti from Haiti 
1948 $20,204 $18,849 
1949 23,836 19,782 
1950 25,142 23,080 
1951 28,232 32,632 
1952 29,779 32,649 

Source: United States Department of Com- 
merce 


til the election of Dumarsais Estimé on 


August 16, 1946. 
The Republic of 
10,714 square miles. 


Haiti occupies some 
Its population is esti- 
mated at about 3,112,000, of which about 
90 per cent are Negroes. There are about 
3,000 whites and the rest are mulattoes. The 
population density is about 279 people per 
square mile. The principal city and seaport 
is the capital, Port-au-Prince, with a popu- 
lation of 125,000. Other seaports are Cap 
Haitien and Aux Cayes each with a popu- 
lation of about 15,000. Gonaives is an agri- 
cultural city with a population of 20,000. 


Most Haitians are descended from African 
slaves. Their illiteracy rate is estimated 
at about 80 per cent. In 1947, under the 
auspices of the United Nations Educational, 
Scientific and Cultural Organization, a cam- 
paign against this illiteracy was launched. 
Education is now compulsory. The mulat- 
toes constitute the dominant class politi- 
cally and_ socially, speak French, are 
frequently Paris-educated, and are Roman 
Catholic worshippers. 


The masses speak 
a French patois, and 


some still practice 
English is 
widely spoken, and is a required language 
in the schools. 


a strange voodoo religion. 


The present government is a republic in 
which the president is elected for six years 
by a popular majority. The national assem- 
bly consists of a 37-member chamber of 
deputies, elected for four years by popular 
vote, and a 2l-member senate, elected for 
six years. 


Dumarsais Estimé served as president 
until May 10, 1950, when he resigned. Paul 
E. Magloire, the present incumbent, was 


elected on October 8, 1950. 


Haiti is two-thirds mountainous, with the 
rest marked by great valleys, plateaus and 
small plains. The climate is hot on the 
coast and temperate in the mountains, with 
occasional hurricanes in the May-to-October 
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rainy season. Port-au-Prince has a mean 


annual temperature of 81 degrees. 


Haiti is predominantly agricultural. Cof- 
fee, which makes up more than 30 per cent 
of Haitian exports, is its principal crop. 
Manufacturing is almost entirely for local 
consumption. New manufactures which 
have already sprung up in Haiti because of 
various tax and business inducements in- 
clude nails, bags, fish canning, cement, ray- 
on, silk, plastics, carbonic acid, knitted 
underwear, cardboard, hosiery, cement blocks, 


cotton cloth, cotton garments and distilla- 
tion of oils. 


Haitian exports, in order of importance 
dollarwise, include coffee, sisal, sugar, cot- 
ton, castor beans and essential oils. The 
United States takes about 59 per cent of the 
exports, and supplies 87 per cent of the im- 
ports. Haitian principal imports include 
cotton cloth, wheat flour, machinery, auto- 
mobiles, lard, soap, cement, shoes and gasoline. 


More than 75 per cent of Haitian revenue 
is derived from customs paid in American 
currency on exports and imports. 


Minerals, relatively unexploited, include 
gold, silver, iron, copper, antimony, tin, 
coal, nickel and gypsum. In 1943, a sizable 
bauxite deposit was found. Inland Haiti 
has forests of mahogany, pine, lignum vitae, 
and other commercial woods. 


The Haitian Government established the 
Institute of Agricultural and Industrial 
Credit to foster the national economy. The 
United States Export-Import Bank gave 
Haiti a $14 million loan to erect a dam in 
the Artibonite Valley to improve irrigation 
in the area and to supply electric energy. 
The United States Point Four Program 
is collaborating with Haiti to develop its 
agriculture and industry. On April 3, 1953, 
an agreement was entered into between 
Haiti and the United States Government, 
sponsored by the Mutual Security Agency, 
which provides United States investors in- 
surance protection against the risk of the 
inability of Haiti to convert her currency 
into dollars and against the risk of loss 
through confiscation or expropriation. 


The Haitian Department of National 
Economy believes that the following in- 
dustries should prosper in Haiti because 


of an abundance of the necessary raw ma- 
terials: leather, glass, salt, preserves, but- 
paper, fish, textiles, bauxite, 
manganese, copper, lignite, soap, pharmaceut- 
icals, plastics, limestone, cement, bricks, 
straw, rope, cooking oil, wine and beer. 
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Despite Some Limitations, Use of the 
N. R. O. Investment Corporation 
Offers Many Worth-while Advantages 





Canadian Nonresident-Owned 
Investment Corporations 


By ROBERT L. WEISS 


MERICAN TOURISTS in Canada to- 
day frequently are astonished to learn 
that American dollars have less purchasing 
power than Canadian dollars. While this 
may be a minor deterrent to tourists, it seems 
to have little or no bearing on the thinking 
of American businessmen and investors who 
are pouring billions of American dollars into 
Canadian enterprises and securities. 

To these businessmen and investors, cer- 
tain variations between the Canadian In- 
come Tax Act and our own Internal Reve- 
nue Code offer some attractive opportunities 
for tax planning. To others, these vari- 
ations may provide an inducement to enter 
the Canadian business and financial arena 

One feature of the Canadian 
Income Tax Act which anyone with his eye 
on Canada should bear in mind is the Non 
Resident-Owned 


significant 


Investment Corporation au 
thorized by Section 70 of the Canadian act 
Use of such a corporation in appropriate 
circumstances may result in a current tax 
cent. Such a 
saving provides the means for accumulation 
and further growth 


saving approaching 70 per 


In the final summing up, there may be a 
liquidation or sale at capital gain rates. All 
of this should add up to a handsome incen 
tive in many cases, 


General Purpose 


The basic purpose of the legislation which 
created this special class of corporation was 
to equate the situation of the individual non 
resident investor with the corporate investor 
whose shares are owned by nonresidents. 
The income from investments owned by 
nonresident individuals would normally be 


1 Income Tax Act, Sec. 70(2). 


N. R. O. Investment Corporations 


Election.—In order to qualify. the corpo- 


subject to a 15 per cent tax. This amount 
is withheld at the source. On the other 
hand, corporate investors, prior to passage 
of this legislation, were taxed at ordinary 
corporate rates. The special classification 
of the N. R. O. investment corporation was 
created to induce existing corporations to 
continue their existence and provides for 
a comparable 15 per cent rate. As well, 
it seems fairly clear that this piece of legis- 
lation was also designed to encourage invest 
ment in Canadian ventures by nonresidents. 
This is not only good business for Canada 
generally but should constitute an additional 
source of tax revenue for the government 


Taxation 
of N. R. O. Investment Corporations 


A corporation that elects to be taxed as 
an N. R. O. investment corporation pays 
a tax at the rate of 15 per cent of its taxable 
income, as contrasted with the regular 45 
per cent rate.’ 
is used in the 


Taxable income as the term 
Income Tax Act is substan 
tially the equivalent of the same term as 
used in the Internal Revenue Code, In 
computing taxable income, however, the 
N. R. O. investment corporation is allowed 
to deduct from its “income” only dividends 
and interest from other N. R. O 
investment corporations and taxes paid to 
another country in respect of corporate in 
come derived from the other country? “In 
come” is comparable to the Internal Revenue 
Code concept of adjusted gross income. By 
deducting from 
items for 


received 


“income” certain additional 
medical 


loss 


dependents, expenses, 
carry-backs 
and carry-forwards, and dividends received 


charitable contributions, 


2 Income Tax Act, Sec. 70(1) 
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It should be noted, however, that divi- 
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from other c yrporations, taxable income 
is computed.” 


Thus, for all practical purposes the N. R. O. 
mvestment corporation pays its tax on net 
income As well, the 2 per cent old-age 
security tax is not applicable, thereby limit- 
ing the over-all tax rate to a flat 15 per cent.* 


As noted previously, use of the N. R. O. 
investment corporation may provide a double 
tax advantage. Jecause of the substantial 
current tax-saving opportunity created by 
the 15 per cent rate, the means are pro- 
vided of accuraulating additional funds for 
further investment and expansion. Also, in 
the long run one may see the opportunity 
to dispose of stock or liquidate at rates 
taxable only by the United States and, then, 
at capital gain rates.® 


In this connection, it is important to note 
that both ordinary and liquidating dividends 
of the N. R. QO, investment corporation are 
not subject to Canadian income tax. This 
is because the corporation has already paid 
tax at the 15 per cent rate, and taxation of 
dividends would defeat the purpose of equat- 
ing corporate tax status with that of the 
individual investor who pays the 15 per cent 
tax only once.” 


Ordinary dividends, however, would make 
the recipient stockholders subject to United 
States income tax at regular rates. Inas- 
much as a foreign corporation is involved, 
the special deduction and credit for divi- 
dends received by individuals would not be 
allowed." In some instances this will, of 
course, dictate a policy of income retention 
In other instances, the deduction and credit 

* Income Tax Act, Secs. 26-28 

* Old Age Security Act, See. 10(5) 

> 1954 Code, Sec. 331 and Subch. P 

*In those instances, however, where the cor- 
poration has not always elected to be taxed as a 
N. R. O. investment corporation, it may be 
necessary to pay some additional tax in the 
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will automatically qualify. Others may re- 





may be completely used up anyway, in 
which case this will not be a factor 


Requirements 


Only Canadian corporations are eligible 
for consideration as N. R. O. investment 
corporations. In order to qualify the cor- 
poration must meet three important require 


ments: ownership, operation and election. 


Ownership.—At least 95 per cent of the 
value of the corporation’s issued shares and 
all of its bonds, debentures and funded in- 
debtedness must be owned, directly or in- 
directly, by persons who are not Canadian 
residents, Such ownership includes holding 
by trustees for the benefit of nonresident 
persons or ownership by corporations which 
meet the requirements of the previous sentence 


Operation.—All income must be derived 
from these sources: (1) ownership of or 
trading or dealing in bonds, shares, deben- 
tures, mortgages, hypothecs, bills, notes or 
other similar property or any interest therein; 
(2) lending money with or without security; 
(3) rents, hire of chattels, charterparty fees 
or remunerations, annuities, royalties, inte1 
est or dividends; or (4) estates or trusts. 
Not more than 10 per cent of its gross 
revenue may be derived from rents 


It should be emphasized that this is a 
100 per cent requirement Any deviation, 
such as commissions or management fees, 
would clearly result in disqualification. There 
are not many N. R. O. investment corpora- 
tions, and it should be anticipated that they 
will be subject to searching scrutiny 


event of a distribution in order to insure that 
the corporation has paid taxes at no less than 
the 15 per cent rate. As noted below, this may 
occur in the case of a corporation which has 
been receiving income in the form of dividends 
from other Canadian corporations 

7 1954 Code, Secs. 34 and 116 


1955 ® TAXES — The Tax Magazine 


as if it had been distributed to the stock- 











posse 


te tat 














~- ww 0) 





Election.—In order to qualify, the corpo- 
ration must make an election to be classified 
as an N. R. O. investment corporation within 
90 days of the commencement of the taxa- 
tion year. of the board of 
directors authorizing the election is required. 
This election may be revoked. 


A resolution 


Investment Applications 


Situations in which the N. R. O. invest- 
ment corporation will be used cover a fairly 
broad range of activities. Although the ini- 
tial impression is one of limited scope, that 
is not the case at all. The application of 
this device may occur in a variety of cir- 
cumstances, many of which 
regular business activities 


dovetail with 

The obvious adaptation is for traditional 
investment opportunities in stocks and bonds. 
The fact that Canada imposes no tax on 
capital gains, that is, on the gains resulting 
from appreciation in value, makes this par 
ticularly inviting.” Not only is there the 
opportunity for current accumulation and 
plowing back, but there is greater flexibility 
in operations. It is to hold 
securities six months on account of our own 
distinction 
term gains. 


unnecessary 


long-term and _ short- 
All gains are treated similarly, 
that is, not taxed at all. 


between 


One caution should be noted. Trading in 
United States securities may dissipate part 
of the over-all advantage of the N, R. O 
investment corporation. Although capital 
gains resulting from transactions made on 
United States exchanges are not subject to 
tax,” interest and dividends may be taxed by 
the United States up to 15 per cent.” Canada 
allows the N. R. O. investment corporation 
to deduct the 15 per cent United States tax 
in computing taxable income, but does not 
allow a credit against the tax itself. Thus, 
in case of interest and dividends from United 
States the over-all effective rate 
rises to 27.75 per cent and largely offsets the 
advantage of the Canadian corporation. 


sources, 


In short, foreign securities offer maximum 
utilization of this tax While this 
matter of investment preference and 
prudence, there are many fine investment 
situations that fall into this classification 


device. 
is a 


*Of course, if the principal business of the 
corporation is buying or selling or trading in 
shares, rather than the holding of investments 
its profits would be included in income. The 
Income Tax Act does not define capital gains, 
and whether a gain is a capital gain depends 
upon the circumstances. Even so, the 15 per cent 
Canadian rate represents a saving in comparison 


N. R. O. Investment Corporations 


The 


second, or ownership requirement, 


It should be noted, however, that divi- 
dends received by one Canadian corporation 
from another taxable Canadian corporation 
are deductible in computing taxable income. 
Where the income is solely from dividends 
distributed by taxable Canadian corpora- 
tions, there would be a current advantage 
in not electing to be taxed as an N. R, O. 
investment corporation because in the ab- 
sence of the election no tax would be due 
currently. This would, of course, increase 
operating capital. Upon distribution, of 
course, the 15 per cent tax applicable to 
any dividend distribution would have to 
be withheld. Thus, unless investments are 
limited to Canadian stocks, the N. R. O. in- 
vestment corporation would be advantageous. 


Another situation that is ready-made for 
Section 70 is in the case of real estate in- 
vestment. Inasmuch as one of the preferred 
categories of income consists of rent, certain 
types of real estate operations can take ad- 
vantage of this provision of the act. There 
is an increasing number of cases of Ameri- 
can purchase and investment in Canadian 
buildings, hotels, warehouses and other simi- 
lar property. 

In this latter area, however, it must be 
noted that the purposes of the act have 
occasionally been abused. Examples can be 
found in the case of the operation of apart- 
ments and hotels using an N. R, O. invest- 
ment corporation to drain off the profits at 
the lower rate. The Canadian Government 
has been alert to this distortion of the spirit 
of the act, and the 1955 Income Tax Act 
amendments disqualify an N. R. O. invest- 
ment corporation if more than 10 per cent 
of its gross revenue was derived from rents.” 

Presumably, this amendment applies only 
to rents from real property. 
tion of mcome 


The classifica- 
from the “hire of 
chattels” seems to cover rents from personal 
property. This may still leave the way clear 
for operation of taxicab companies and simi- 
lar businesses using an N. R. O. investment 
corporation to own the equipment and a sepa- 
rate company to operate it. 


derived 


It is to be ex- 
pected, however, that such devices will receive 
treatment similar to the 1955 rent amendment 

These situations, 
made to fit 


properly handled, can 
Section 70.. Many of them 


be 


with the 25 per cent rate applicable to corpora- 


tions under the Internal Revenue Code on 
long-term capital gains. 
* United States-Canada Tax Convention, Art. 


VIII; T. D. 5206, 1943 CB 526 

” United States-Canada Tax Convention, Art 
XI; T. D. 6047, 1953-2 CB 59 

" Bill 417, Clause 15(1) 
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Government at the time of filing of the cor- 








will automatically qualify. Others may re- 
quire the formation of corporations whose 
activities will be designedly limited to re- 
ceipt of income from the sources specified 
in the section. In this connection, it should 
be noted that prior to the 1955 rent amend- 
ment the formation of a separate corporation 
for each parcel of real estate might have 
been desirable in terms of long-run planning. 
As noted above, dividends of N. R. O. in- 
vestment corporations are not subject to 
Canadian tax but do bear the full brunt of 
the United States tax. Distributions in 
complete liquidation, however, are limited 
to capital gains treatment under Code Sec- 
tion 331. Thus, in case of the sale of any 
single parcel owned by a corporation with 
no other income-producing property, the 
proceeds could have been reinvested in other 
property or distributed at minimum rates. 
The flexibility in case of a multiproperty 
operation is obvious, Under the new 10 per 
cent rental limitation, this type of planning 
may still find occasional utility. 


Investment in stocks of corporations en- 
gaged in mining and oil and gas production 
offers additional opportunities. Depending 
on the extent to which the corporation’s 
income is derived from mining or petroleum 
production, the shareholder may deduct up 
to 20 per cent of the dividends received from 
the corporation.” In the case where the 
shareholder is an N. R. O. investment cor- 
poration, the 15 per cent tax is paid on the 
net after depletion; this means an effective 
rate of only 12 per cent where the maximum 
depletion may be taken. 


Royalty income also qualifies the N. R. O 
investment corporation. Royalty income 
from oil and mining operations is subject 
to a 25 per cent depletion deduction.” Such 
income further serves to reduce the tax rate 
and release funds for additional investments. 


Foreign Personal Holding Company 
Problem 


Although the N. R. O. investment corpo- 
ration holds out certain tax-minimizing at- 
tractions, its use can run afoul of the foreign 
personal holding company provisions of the 
United States Internal Revenue Code. The 
consequence of qualifying as a foreign per- 
sonal holding company is that the amount 
of the corporation’s taxable income is treated 


Teh aS, 


as if it had been distributed to the stock- 
holders, who must include it in their gross 
income, It is then taxed at ordinary rates.” 


Of course, as a sort of consolation prize, 
amounts which are included in the stock- 
holders’ gross income are treated as if they 
had been reinvested in the corporation. 
This reduces accumulated earnings and prof- 
its, and increases the basis of the stock- 
holders’ stock. 


The main target of the foreign personal 
holding company legislation is the foreign 
corporation used for investment purposes, 
like the so-called “incorporated pocketbooks” 
frequently brought into play domestically 
for tax-avoidance purposes. The difficulty 
in the case under discussion is that in most 
cases the type of income which qualifies a 
corporation as an N. R. O. investment cor- 
poration may also simultaneously ring down 
the foreign personal holding company guillo- 
tine. Thus, dividends, stock transactions, 
rents, and mineral and oil royalties glorify 
a corporation under the Canadian Income 
Tax Act and damn it under the United 
States Internal Revenue Code™” These, of 
course, are probably the most likely cases 
in which it would be appropriate to turn 
to the N. R. O. investment corporation 


Foreign Personal Holding Company 
Income and Ownership Requirements 


A corporation is a foreign personal hold- 
ing company, if, with certain exceptions: 


(1) At least 60 per cent of its gross in- 
come is foreign personal holding company 
income, that is, of the general types men- 
tioned above. This percentage drops to 50 
per cent after the first taxable year in which 
a corporation qualifies as a foreign personal 
holding company; and 


(2) Fifty per cent or more of the value 
of its stock is owned, directly or indirectly, 
by five or fewer individual residents of the 
United States. (Section 552 of the 1954 Code.) 


Inasmuch as one of the requisites for quali- 
fication as an N. R. O. investment corpora- 
tion is that all of the income must be from 
the named sources, the first requirement of 
Section 552 relating to the nature of the cor- 
poration’s income will normally be met. There 
may be cases in which this may not be so 
but the circumstances would be exceptional. 





”% Income Tax Act, Sec. 11(2); Income Tax 
Regulations, Pt. XIII, Sec. 1300. 

“Income Tax Act, Sec. 11(1)(b); Income Tax 
Regulations, Pt. XII, Sec. 1202. 
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The second, or ownership requirement, 
can be avoided by widespread stockholding. 
If an N. R. O. investment corporation is 
contemplated as a means of utilizing the 
pooled investment resources of a small group, 
care should be exercised to insure that no 
group of five or fewer will own 50 per cent 
of the value of the stock, For example, 
with equal shareholdings at least 11 indi- 
viduals must participate. This number of 
shareholders stretches beyond the usual con- 
cept of the closed corporation. 


It is apparent that the use of large groups, 
as in the case of publicly held investment 
funds, is the automatic way of avoiding the 
perils of the foreign personal holding com 
pany situation. This, however, has its adminis- 
trative burden because changes in ownership 
of stock must be reported to the Canadian 


Government at the time of filing of the cor- 
poration’s tax return. Obviously, the burden 
is slight by comparison with the tax benefits. 

Despite the existence of some apparently 
severe limitations, the use of the nonresident- 
owned investment corporation offers worth- 
while advantages in many instances. It is 
true that such restraints as the 1955 amend- 
ment relating to rents and the Code provi- 
sions respecting foreign personal holding 
companies prohibit widespread employment. 
This, however, is merely to say that the 
nonresident-owned investment corporation 
is not in the gimmick or loophole category. 
In appropriate circumstances, it offers at- 
tractive benefits and at the same time achieves 
the desirable equality of position between 
individual and corporate investor which en- 


gendered it [The End] 
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in trade. A dealer who values his inventor- 
ies at cost is required to reduce the adjusted 
basis of a short-term municipal bond for 
amortization of the premium, in a manner 
similar to that provided for investors. This 
reduction of basis is to be made at the time 
of sale, and not in computing the cost value 
to be used in inventories. 


A dealer who values his inventories other 
than at cost—market value, for instance— 
must reduce the cost of securities sold dur- 
ing each taxable period by the amount of 
amortization that would otherwise be dis- 
allowed as a deduction (by reason of the 
fact that interest income from the bond 
would be nontaxable). In this case, the re- 
duction is made whether or not the bond 
is sold during the period, and covers the 
portion of the period during which the 
bond was held. 


If a farmer elects to include in his gross 
income the amount of a loan from the 
Commodity Credit Corporation, then (1) 
no part of the amount realized by the CCC 
upon the sale or other disposition of the 
commodity pledged for such loan shall 
be recognized as income to the farmer, 
unless he receives an amount in addition 
to that advanced to him as the loan, in 
which event such additional amount shall 
be included in the gross income, and (2) 
no deductible loss to the farmer shall be 
recognized on account of any deficiency 
realized by the CCC on such loan if the 


N. R. O. Investment Corporations 


taxpayer 
such 


was relieved from 


liability for 
deficiency. 

Under the administrative procedure pres- 
ently observed, regulations in a proposed 
form are promulgated and hearings are 
held at which those interested can oppose, 
comment or suggest alternates. After a 
period of time, the regulation becomes 
final. Recently issued proposed regulations 
have to do with rates of tax, mitigation of 
the statute of limitations, the liquidation 
of LIFO inventories and deductions for 
personal exemptions under Sections 151-153 
of the 1954 Code. 


Hearing date set.—The Internal Revenue 
Service has set the date for hearing pro- 
tests on the “proposed” consolidated return 
regulations. Protests will be heard on 
August 10, at 10 a. m., in Room 3313 of 
the Internal Revenue Building in Washing- 
ton. This 


announcement of the protest 
meeting date before the 30-day protest 
period expired was made to permit the 


Internal Revenue Service to finalize the 
consolidated return regulations at the earliest 


possible date before September 14, 1955. 


Forms in the mail.—Copies for Form 
1120-ES, Corporation Declaration of Esti- 
mated Tax, will all be mailed by August 
1. Calendar-year corporations which ex- 
pect their income tax for 1955, minus 
credits, to exceed $100,000 must file by 
September 15 if they meet filing require- 
ments before September 1. 
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( NE of the most troublesome and dif- 

ficult issues in estate and gift tax cases 
is the valuation of unlisted stocks of closely 
held corporations. This is probably due to 
the fact that in the original appraisals of the 
estates, the appraisers are olten not ex- 
perienced with the problem and, in an effort 
to be overly fair to the estate, they value 
the unlisted corporation stock at a very 
nominal figure Instead of helping, this 
causes the estate a great deal of trouble 
and, often, litigation, because the federal 
government and state authorities then make 
every effort to value the stock at its highest 
fair market value; one extreme generally 
leads to the other extreme 


Under the United States Federal Code 
and estate and gift tax regulations, it is 
provided that in the case of unlisted stock 
and securities, the value of which cannot be 
determined with reference to bid and asked 
prices, or with reference to sales, the value 
shall be determined by taking into con 
sideration all relevant factors having a 
bearing upon the value of the stock, as well 
as the value of stock and securities of cor- 
porations engaged in the same, or a similar, 
line of business which are listed on an ex 
change These closely held unlisted se 
curities are to be appraised at fair market 
value in that there is no active market that 
determines their value on the required date 
of appraisal 


The fair market value of unlisted stocks, 
therefore, depends on the facts and circum- 
Accord 
ingly, there is no set formula, yardstick o1 
slide rule for determining the value of 


stances back of each corporation 


closely held stock, for valuation is not an 
exact science 


There is often a wide difference of opin- 
ion as to the fair market value of a par- 
ticular stock at the required date of appraisal, 
due generally to the variance of weight 
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Valuation of Common Stoc 


given to the different facts and the econom« 
conditions on the valuation date. The optimism 
or pessimism is crystalized in the appraiser's 
value which represents his judgment, based 
on the past record and the future outlook 
for the corporation 


Factors and facts to be considered include 


(1) Date of incorporation, number of 
shares of stock outstanding, number of shares 
in issue, who holds the balance of the stock, 
nature of the business, history of the cor- 
poration, and type of products made or 
service performed 


(2) Economic outlook for the industry, 
and condition and outlook for the corpo 
ration’s products 


(3) Financial data of the corporation—at 
least, balance sheets for the five prior years 
(An analysis of the surplus account for the 
above period and complete profit-and-loss 
statement for each of the five years of the 
period should be examined: In some cases, 
it would be advisable to consider the above 
financial statements for a ten- or 15-year 
period and, in other cases, the statements 
for two or three subsequent years, to show 
that the economic condition that prevailed 
in the corporation prior to, and at the re- 
quired date of, appraisal continued there- 
after, or that the death of decedent did affect 
the subsequent earnings of the corporation.) 


(4) Analysis of any past sales of the un 
listed and closely held stock 


(5) List of the corporation’s competitors 
and of corporations engaged in a similar 
line of business whose stock is listed on an 
exchange, with market price of the stoc ks, 
the five-year average earnings and dividends, 
and the book value 


The operations of the company and its 


products should be analyzed to determine 
the proper industry classification of the 
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Valuation Is Not an Exact Science, Mr. Maney 


Emphasizes in His Discussion of This 


Difficult Issue in Estate and Gift Tax Cases 


of Unlisted Corporations 


company, the peculiarities of the industry 
and whether it has had a business cycle in 
the past. The corporation 
should then be considered to determine the 
cause of any irregularity of earnings which 
might be 


hazards of the 


due to style changes, as in the 
manufacture of high-grade textiles; to new 
inventions; or to change in management: 
Is the company’s business seasonal, as is 
the manufacturing of rubbers and overshoes, 
or is there a continuous demand or 
shoe manufacturing or the 
business? Is the 


for the 


market, 
newspaper 
potential in sales 
company’s product high, as in the 
manufacture of shoes, which have to be re 


as 1n 


family 


placed as they are worn out, or very low, 
as in the manufacture of pianos, where a 
family, as a rule, may buy one each genera- 
tion? In the case of new products—such 


as elastic woven into tops of men’s socks, 
which has practically eliminated hose sup 
porters—what hazards are in the picture? 
Are the corporation’s products luxury items 
which will show very good earnings in good 
or prosperous times, but the market for 
practically disappear in any 
real economic reaction? Does the company 

a monopoly on one or more products 
because of a patent? What is the future life 
of the patent? Does the company sell its 
product or through distributors, or 
only three 
could create a 


which would 


have 


direct 


is it sold to two or customers, 


which serious condition be 
customer might re 
What is the company’s 
What are the possibilities of 
development of 


cause the loss of one 
sult in operating losses? 
sales policy? 
new products? 


Earnings 


The earnings of the corporation should 
be given very close study, because its earn 
ing power is the most important factor. The 
test of that is how the value of corporation 
bonds, preferred stocks and common stocks 


Valuation of Common Stock 


that are listed decrease or increase in value 
as the earnings vacillate over the years. If 
a corporation does not have earnings suf- 
ficient to pay 
ferred stock 
in value. 


the interest, its bonds, pre- 


and common stock go down 


The average investor is interested in past 
earnings and future outlook to continued or 
increased earnings. He becomes interested 
in a corporation only after its earnings have 
started to increase, and the 
look for the industry 


is favorable 


future out 
and the corporation 
The investor’s judgment as to 
the future income is what causes the value 
of stocks to go up and down, often before 
the yearly results of the corporation’s busi 
ness are known. This is due to the close study 
of quarterly earnings issued on all corporations 
whose stocks are listed on the exchanges 


The above, in brief, shows the great im 


portance of a close study of past earnings 
and the future outlook for the corporation 
from a general economic standpoint. This 
should include the future for the industry, 


and the corporation’s products and its abil 
ity to make new products. 


The a 
five-year period should be analyzed to note 
any trend, and then they 
pared with the five-year 


earnings of the corporation for 


should be com- 


earning trends of 
other corporations engaged in the same, or 
a similar, line of business whose stock is 
listed, to see if in general the corporation's 
earnings are following the pattern of the 
earnings for the industry 


4 word of caution in selecting the cor 
porations to be used for the 


comparisons: 
In over 20 


years’ experience in valuation 
work for the federal government I have had 
cases where the 
used the 


’ 
taxpayer s 
stocks of large 


representative 
steel and railroad 
companies in trying to support the valua 


tion, say, of the stock of a department store 
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The author is a retired United States 
Treasury Department employee who 
did valuation work for over 20 years, 
15 years of which were with 

the Technical and Appellate Staff. 


that was not listed. Using such companies 
to determine the proper rate to capitalize 
the earnings for the company in issue is 
just wasted effort and receives no real con- 
sideration in that the corporations are not en- 
gaged in the same, or a similar, line of business 


as the company whose stock is in issue 


sefore determining that the average earn- 
ings for the five prior years represent the 
normal earning power of the unlisted corpo- 
ration, the earnings subsequent to the re- 
quired date of appraisal should be examined 
to see if there was a drop in earnings, the 
cause of which was present on the date of 
appraisal or as to which the outlook on that 
date did give such a warning. If such are 
the facts, then it might be that average 
earnings for the five years should be compared 
with average earnings for a ten-year period. 


Assuming the unlisted 
corporation follow, in general, the earnings 
of the industry, we then find the 


average share to the 


earnings of the 


ratio of 
market 
share for each of the similar com- 
parative companies at the required date of 
appraisal 


earnings per 


price per 


The division of the average earn- 
ings of each company by the price of 
the stock will give the capitalized rate at 
which each stock was selling 


sale 


The average 
of the capitalized rates of the comparative 
companies would be a fair rate for the capi 
talization of the earnings of the unlisted cor 
poration. The average earnings of the unlisted 
corporation, capitalized at the above rate, 
would give the earning 


listed corporation’s stock 


Che 


of the stock on the above basis is considered 


value of the un 


determination of the earning value 
better than just saying that the earnings of 
an unlisted corporation should be capitalized 
at 12% per cent, 15 per cent or 20 per cent 


because it is a manufacturing company. 


However, if the earnings of the unlisted 
corporation have a peculiar pattern, whether 
increasing of further change 
should be made to the above earning value 
to account for the peculiarity of the corpo- 
ration’s 


decreasing, 


earnings 


In the consideration of earnings and the 
possibility of future earnings, it is impor 
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tant to note the relationship of current assets 
to current liabilities in the corporation’s 
balance sheet. This will give the liquidity 
of its assets or its current position. Then 
a relation of accounts receivable to yearly 
sales should be considered to determine 
whether, in the past, the company has had 
a good collection policy. The relation of in- 
ventory to yearly sales should also be noted, 
to compare the turnover of the inventory 
with that of other companies. This would 
show whether the sales policy of the un- 
listed corporation was in line with the in- 
dustry or ahead of, or trailing, its competitors. 


Book Value 


The book value of the stock of an unlisted 
corporation has no more relation to fair 
market value of the stock than the book 
values of listed stocks bear to their market 
value. The investor is not interested in a 
large plant and machinery if it has no earning 
value, because it means liquidation eventually, 
and the large book value rapidly disappears 
during liquidation. 


Book value, however, is one of the factors 
to be considered in estate and gift tax cases, 
and in some cases is much more important 
than in others—for example, where the de- 
cedent at the time of his death owned all 
of the corporation or the controlling in- 
terest in it and, therefore, the 
could be liquidated. 
consider the unlisted 
of liquidation 


company 
Accordingly, we 
stock on the 


will 
basis 


The only book value asset which is shown 
at its true value and fair market value is 
cash. Securities held by the corporation, on 
a certain date, may be worth more or less 
than the value carried on the books; accord 
ingly, they should be valued as of the re 
quired date of appraisal. The same is true 
of land and buildings, and the longer the 
corporation owned items the 
greater may be the difference in value, due 


has these 
to excessive or insufficient depreciation hav- 
ing been taken and the management's policy 
as to maintenance, repairs and betterments; 
accordingly, a real estate appraisal of the prop 
erty should be obtained for the required date 


Insurance policies on the lives of the of 
ficers should be checked to see that they are 
included at their cash-surrender value. Any 
policy on the life of the decedent which is 
payable to the corporation should be in 
cluded at its 


the corporation. 


face value or amount paid to 
If the company had a loss 
the death of the officer, the 


proceeds of the insurance policy should be 


as a result of 
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reduced by the 
from his death. 


amount of loss resulting 


The liquidation of a company, in 99 out of 
100 cases, is costly to the stockholders, for 
loss will have to be taken on accounts re- 
ceivable; 
little 
and 


inventories of materials may be of 
value because of nature of the items, 
they have to be sold at a very 
large discount, while inventories of work in 
process may have to be sold as junk. The 
have to be sold at 


may 


finished goods also may 
some discount because of styles or sizes and 
because the product is no longer to be pro 
duced and, therefore, no service parts will be 
available. The machinery, in most 
fraction of the amount 
was carried on the 


part of it 


cases, 
bring only a 
for which it 
that a 


sold for junk. 


may 
book Ss, in 


large may have to be 


facts in the case 
may disclose liabilities which do not appear 


Examination of all the 


in the balance sheet as, 


the unlisted 


for instance, where 


corporation is doing business 


in leased space, such as a shoe department 
or a millinery department, in a department 
store of liquidation, the 
liability the cancellation of 


the leases 


However, in case 

onnected with 
will certainly have to be given 
consideration. An 


have to be 


allowance will 


made to cover the 


careful 
cost of can 
celing each lease; the amount will depend 
terms of the lease and the length of 


Another which 


on the 


time it has to run item 


should be considered is the cost of liquida- 


tion which, in most cases, is a very large item 


Determining the liquidation or adjusted 
on the basis set forth above is a 
very difficult task, for all asset items except 


cash will have to be adjusted. 


book \v alue 


The securi- 


will have to be raised or lowered to 


market The 


officers 


ties 
value insurance policies, if 
and the 
will have to be changed to their cash value. 
The best 


judgment in items, 


any, on lives of decedent 


will have to use his 


considering the 


appraise! 
other 
and make allowances for contingencies and 


expenses of liquidation 


Comparison with Other Corporations 


The stock of the unlisted corporation 


uld be compared with stocks of corpora 


“engaged in the same or a similar line 


of business which are listed on an exchange 


irst step would be to make an ex 
iaustive study of the 
gaged in the same or a similar line of busi 
and then pick, Say, five 


to the 


listed companies en 


ness, corporations 


that come closest corporation whose 


Valuation of Common Stock 


stock is in issue. To be fair, the compara- 


tives should include some competitors. 


Five-year average earnings, five-year aver- 
age dividends, book value and average sale 
price on the required date of appraisal 
should be obtained for each of the corpora- 
tions that are to be used in determining the 


reconstructed value of the stock in issue. 


Study of each corporation should con- 
tinue, with reduction and determination of 
all figures to multiples in terms of price per 
share, earnings, dividends and book value. 
This give the price earnings, the 
price dividends and the price book value in 
multiples for one corporation. Similar mul- 
tiples would have to be found for each cor- 
poration used for 


would 


comparison 


Applying the price-earnings multiple for 
each company to the 
the unlisted stock would give the recon- 
structed earning value for the unlisted 
stock, based on the multiple of each of the 
hive corporations 
reconstructed 


average earnings of 


The average of the five 
values would 
value of the 
actual 


give the aver- 
unlisted stock, 
stock of the 
comparative corporations. Using the 
method with the price-dividends multiple 
for each company and the average dividends 
of the unlisted stock, we can obtain the 
average dividend value of the unlisted stock, 
based on actual stock of the 
five comparative corporations. Proceeding 
the same way with the price-book-value 
multiple for each company and the book 
value of the unlisted stock, we can deter- 
mine the average book value of the unlisted 
stock, based on actual sales of the stock of 
the five comparative corporations 


age earning 


based on sales of 


five 


same 


sales of the 


Good Will 


Now let us consider how the earnings of 
the unlisted corporation compare with the 
earnings of each comparative company. If 
the earnings better than 
of the comparative companies, the 
should be determined, if possible. It 
be its reputation, 


have been 


those 
cause 

may 
organization or location 
unlisted 
earnings 


which enables the 


bi nye yy 
sible 


due to a patent 


corporation to 
would be 
However, it 
protection 


greater than 


without 


pos- 
them may be 
whi h has only 
On the other hand, 
it may be, and often is, duc 


a year or two to run 
to the remark- 
man in this unlisted cor- 
earnings 


able ability of one 


poration. If the have been very 
and the outlook ap- 
pears good and not likely to be affected by 


expiring patents or the 


good and consistent, 


loss of the key man 
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in the corporation, then it can be said that 
the corporation has a good will 


Great care must be used in the treatment 
of good will as a separate element of value. 
To consider it, at least three elements must 
enter into its makeup, namely, net profits, 
net tangible assets or net 
proper treatment ot! 


and a 
earnings over 
and above a fair return on the tangible assets. 


worth, 


excess 


This intangible good will value may be 
determined by two commonly used methods, 
and is frequently computed in both 
as a matter of check. An income tax method 
is prescribed in A. R. M. 34, 2 CB 31. Un- 
der this method, fair rate of return, usually 
varying from 8 per cent to 10 per cent on 
the net tangibles, is deducted from average 
earnings 


ways 


The remaining earnings are then 
capitalized at a fixed rate, say 10 per cent 
to 15 per cent, depending on the hazards of 
the business, and the value is added to the 
net tangibles, the result 
of the corporation’s stock 


being the value 


Another method is known as the years’ 
purchase method, which is accepted by some 
Under this method 
ducted from average net 


states there is de- 
earnings a return 
of 6 per cent to 10 per cent on net worth 
The remaining earnings are multiplied by a 
number, generally from two to five, depend 
ing upon whether a two-year purchase, a 
three-year purchase or a five-year purchase 
of the good will is considered as the basis 
No number of years’ purchase may be taken 


will 


hazards of the business or the personal ele 


absolutely—it vary according to the 


years’ 


will 


To the result of the 
purchase of excess earnings or 


ments therein 


good 


is added the net worth, in order to deter 
mine the total value of the corporation. 


Value of the unlisted stock, including 
good will, under both methods should be 
compared with each other and with the 
earning value originally determined by the 
capitalization of earnings first set forth. If 
the good will values are extreme, it means 
that sufficient care and judgment have not 
been used in determining the per cent or 
number of years’ purchase to be used. The 
general rule is that the good will should 
never exceed 50 per cent of the value of 
the stock. 


In determining the value to be placed on 
the unlisted stock, for federal estate and 
gift taxes or for state inheritance tax, the 
appraisers should give careful thought and 
consideration to the values determined above, 
and value on the evidence. The 
value of the unlisted corporation’s stock is 
always a disputed 


base the 


item because valuation 


of such items is not an exact science 
If the estate’s appraisal is 
forth 
can sometimes 


the valuation issue with the Treasury 


based on a 
consideration as set above, the at- 
settle 


agent 


torney for the estate 


Where the case goes to the appellate staff 
on such evidence, the case is almost always 
settled either in the pre-90-day status or 
later, just before trial in the United States 
Tax Court. Only a very few valuation cases 


are tried, though thousands of them are 


settled in conference 
No consideration has been given to bonds 
or preferred stocks, as they rarely occur in 


normal unlisted [The End] 


corporations 


PROBLEMS OF VALUATION OF SAVINGS BONDS 


National 


bonds 


sales of Series F 


continue to set a 


and H 
peacetime 
[otal sales of E and H bonds 
month of May reached $419 
They also create many prob 


record 
for the 
million 
lems for the taxpayer. Here are some 
pointers on the subject of 


Where the 
United 


valuation 
Series F 


savings bonds had then 


co-owners of 
States 
reissued in the name of one of them as 
sole owner, there was a taxable gift. 
Furthermore, where the one receiving 
the bonds had contributed nothing to 
the purchase price, the entire value 
was taxable. That value was the re 
demption value of the bonds at the 
time of Rev. Rul. 55-278, 


IR. B 


t 
reissue 5 
1955-19 


August, 


1955 °@ 


““ 


since Series E United States 
savings bonds are generally 
tiable and nontransferable, they are 
nonmarketable and, accordingly, have 
no particular ‘market’ value. Although 
ownership therein is transferable by 
death and by reissue in certain 
their only definitely indicated 
or ascertainable value is the amount 
at which they are redeemable by the 
United States Treasury .’—Revy 
Rul. 55-278, I. R. B. 1955-19 
Bonds purchased in bond drives in 
the year of death and given to his 
children in lieu of gifts were not pur 
chased in contemplation of 
—Estate of G. P. Mills, CCH 
15,371(M), 5 TCM 768. 


nonnego 


cases 


death. 
Dex 
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Loss 


on the Sale 


Acquisition by Purchase... 
Acquisition by Inheritance .. . 


Depreciation 


of Residential Property 


By HOWARD P. SWANSON, Chicago Attorney 


HILE the 1954 Internal Revenue Code 

has attempted to clarify many areas in 
which there were loopholes and ambiguities, 
one area which remained untouched, except 
for the renumbering of Code sections, was 
the treatment of losses sustained on a sale 
of residential property. 


It is fairly well settled that residential 
property used by a taxpayer as his personal 
residence is a capital While gains 
from such sales would be subject to capital 


asset. 


gains limitations, losses resulting from such 
sales are not deductible, inasmuch as such 
deductibility is limited by the terms of 
Section 165(c) (Section 23(e) of the 1939 
Code) to losses incurred in a trade or busi- 
ness, or in a transaction entered into for 
profit. See also Henry DeFord, CCH Dec. 
2607, 7 BTA 630; D. A. Belden, CCH Dec 
8545, 30 BTA 601; R. C. Bayliss, CCH 
Dec. 9656, 35 BTA 1128; Regulations 118, 
Section 39.23(e)-l(e). 


However, the character of the sale may 
be changed, thus within the 
purview of Section 165(c), if the property 
has been rented prior 


and come 


to the sale. In such 


nstances the taxpayer has 


been 
ging in a trade 
a result, the property has 
a noncapital asset 
Section 1221(2) 
117(a)(1)(B) of the 1939 Code), and de 
ductible as an ordinary loss under Section 
165(c). (Leland Hazard, CCH Dec. 15,273, 7 
TC 372; Wolff, CCH Dec. 14,886(M), 4 
TCM 1081: Meurer, CCH Dec. 19,742, 20 TC 
614: Jay Burns, CCH Dec. 20,196, 21 TC 857 
See also Heiner v. Tindle, 1 ustc § 299, 276 
U. S. 582.) 


generally 


deemed to have been 


eng? 
or business As 
been treated as within 


the meaning of (Section 


In situations where residential property 


has been acquired by inheritance, etc., the 


Residential Property 


courts generally allow losses sustained on 
its sale, if, immediately after acquisition, 
the property is listed for rent or sale, and 
not in any way appropriated to personal 
use. Such losses are generally treated as 
losses incurred in a transaction entered into 
for profit (Section 165(c)(2)). (N. Stuart 
Campbell, CCH Dec. 14,614, 5 TC 
Mary E. Crawford, CCH Dec. 18,188, 16 TC 
678; Estelle G. Marx, CCH Dec. 14,584, 5 TC 
173 (acq.); I. T. 3776, 1946-1 CB 65.) 
While the above, broadly speaking, is 
generally accepted as representing the status 


272; 


of decisions in this area, closer examination 
reveals a multitude of 
by the courts 


distinctions created 


Acquisition by Purchase 


Complete personal use.—A loss on the 
sale of residential property purchased or 
constructed by the taxpayer for use as his 
personal residence and so used by him up 
to the time of the sale is not deductible 
(Regulations 118, Section 39.23(e)-l(e); 
1939 Code Sections 23(e), 117(a)(1); W.H 
Moses, CCH Dec. 6457, 21 BTA 226; D. A 
Belden and R. C. Bayliss, cited above.) 

Furthermore, 
to rent his 
real 


where a taxpayer decides 
residence, 


agent tor 


listing 
sale or rent (even 
though it be an “exclusive” listing) does not 
constitute a entered into for 
profit. Thus, if in this situation there is a 
subsequent 


mere with a 


estate 
transaction 


sale, without any intermediate 
rental, and the sale results in a loss, it is not 
deductible at all by the The 
rationale is that does not con 
stitute an appropriation rendering it impos 
sible for the owner 


taxpayer 
such action 


to resume his original 


occupation or resume residential uses by a 
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mere change ot mind 
CCH Dec 
Morgan v 


(Allen L. Grammer, 

16,770, 12 TC 34 See also 
Commissioner, 35-1 ustc ¥ 9243, 76 
F. (2d) 390; Rumsey v. Commissioner, 36-1 
ustc § 9157, 82 F. (2d) 158.) 


Personal use; rental; sale at loss.—W here 
a taxpayer purchases a house, occupies it as 
a residence and then vacates the premises 
and rents it, a loss sustained in a subsequent 
sale is treated as an ordinary loss. 


Chus, in Leland Hazard, cited above, the 
taxpayer owned and occupied a residence in 
Kansas City, which he rented when he 
moved to Pittsburgh. The property was 
until its and the 
claimed the loss on the sale 
loss, deductible 
the 1939 Code 


rented sale, taxpayer 
as an ordinary 
Section 23(e)(1) of 


The Commissioner 


under 
con- 
tended that the property was a capital asset 
since it was not used in taxpayer’s trade 
or business, and consequently the loss was 
a capital loss The court held that it was an 


ordinary loss, saying that 


residential im- 
converted 
property are 


real estate 
income-producing 
“used in the 


taxpayer, 


provements on into 


property 
trade or business” of the 
regardless of whether or not he 
engaged in any other trade or 


theretore, are 


business and, 
excluded from the 


” 


definition 
‘capital assets 


While the Commissioner, in Hazard, r« 
ferred to Regulations 111, Section 29.117-1,’ 
the court brushed this contention aside and 
held that the property was used in the trade 
or business of the taxpayer See also Jay 
Burns, Wolff and Meurer, cited above; Quincy 

1. Shaw McKean, CCH Dec. 15,083, 6 TC 757 


While the rental of the property does not 
have to continue up to the date of sale, if the 
taxpayer re-enters the property and uses it 
for hi 
ot the 


own residence, the favored treatment 
property 
business” is 


as being used in “trade or 
lost to the taxpayer. In such 
a situation, the loss is not deductible at all. 
(Mose s, cited above ; Jones, CCH Dec 10,613, 
39 BTA 531 (nonacq.) ; Ll. T. 3544, 1942-1 CB 
156; Blalock, CCH Dee. 12,100-C, 

Personal use; rental; personal use; sale at 
loss.—_W here a personal residence has been 


rented and then reoccupied by the owner- 


taxpayer, a loss resulting from a subsequent 


1**Property held for the production of in- 
come, but not used in a trade or business of the 
taxpayer, is not excluded from the term ‘cap- 
ital assets’ even though depreciation may have 
been allowed with respect to such property 
under Section 23(1) prior to its amendment by 
the Revenue Act of 1942."’ 
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sale will be disallowed (Moses, cited above). 
Such reconversion to personal use, prior to 
sale, removes the “trade or business” 
acterization of the house 


char- 


Fair market value at time of conversion 
to income-producing property.—It is es- 
sential that the taxpayer be prepared to 
establish the fair market value of the prop- 
er‘y at the time when the property is con 
verted from residential to business use 
Such value is generally determined by an 
independent appraisal. Failure to establish 
such value may result in denial of any loss, 
though it may have been otherwise deduct- 
ible under the (Austin B 
Wood v. Commissioner, { 9374; 
Meurer, cited above.)’ 


circumstances 
9.9 


USsT( 


Acquisition by Inheritance 


Listing immediately for rent or sale with- 
out appropriating to personal use.—We 
have seen that where a residence has been 
acquired by purchase, it must 
rented prior to sale before the 
deducted 


been 


actually be 
loss can be 
However, where a residence has 
acquired by 
and not 
courts 


inheritance, devise, etc 
appropriated to personal use, the 
appear to be more 


merely a 


lenient, 
listing of the 


and re 
quire property tor 
rent so as to qualify the loss as a 
deduction under Section 165(c) of the 1954 
Code. Mary I Crawford, cited 
above, property was acquired by taxpayer 
partly by devise and partly, later, by pur- 
chase, which she abandoned as a residence 
immediately after her husband’s death. No 
effort was made to rent or sell the property 
until she had acquired full ownership. 
Thereafter she directed her attorney to rent 
or sell the property. 
offers were received 


sale or 


Thus, in 


However, no rental 
To facilitate sale, the 
demolished, the remaining 
property was sold and deduction was taken 
as an ordinary The Commissioner 
claimed it was a capital loss. The 
held that it was an ordinary loss from a 
business transaction within the meaning of 
Section 23(e) of the 1939 Code The tax 
payer made an effort to rent the property 
and, although unsuccessful, it was sufficient 
to bring the transaction 
tion of Section 


residence was 


loss. 


court 


within the 
117(a)(1) of the 


excep 
1939 ( ‘ode 


It should be borne in mind that the fair 
market value of the residence at the time of 
appropriation to rental purposes is of impor- 
tance in computing the loss only when such 
value is less than the adjusted basis of the resi- 
dence. If the fair market value is greater than 
the adjusted basis at such time, then the ad- 
justed basis is used in computing the loss on 
the sale. (Regs. 118, Sec. 39.23(e)-1.) 
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See also N. Stuart Campbell, cited above; 


I. T. 3776, 1946-1 CB 65. 


However, in Maria Assmann, 16 TC 632, 
a loss on the sale of inherited property 
arose under similar circumstances. Un- 
fortunately for the taxpayer, no eftort was 
made to list the property for rental nor was 
it ever actually rented. Consequently, the 
court held the loss to be a capital loss, and 
subject to the limitations of 1939 Code 
Section 117(d)(2). The taxpayer’s failure 
to list the property for rental evidently 
prevented the character of the real property 
from being changed into property used in 
business, and hence the property remained 
a Capital asset 


Personal use after acquisition.—W here 
property acquired by inheritance, etc., is 
occupied by the taxpayer-owner until a sale 
resulting in a loss, mere passage of time 
and extensive but unsuccessful efforts to 
sell or rent are not sufficiently definite acts 
to convert the property to a “business” 
purpose. In such a situation the loss sus- 
tained will not be deductible. (Thora Scott 
Ronalds, CCH Dec. 15,396(M), 5 TCM 812; 


Maria Assmann, cited above.) 


Rental from acquisition through time of 
sale.—As a result of the importance which 
the courts have placed upon 
proper criterion 


“rental” as a 
in determining whether the 
character of property has changed from per 


sonal to business use, one might expect that 


“a fortiori” where property which is rented 
from the date of acquisition to the date of 
sale is sold at a loss, the loss would be an 
ordinary loss. However, such a result was 
not reached in the recent case of Grier v 
U. S., 54-1 { 9268, 120 F. Supp. 395. 
There, the decedent taxpayer inherited a 
one-family house which was, at the time and 
until the taxpayer sold the house, rented by 
the same tenant 


UST¢ 


During this period, the 
decedent, either himself or by his agent, pro 
vided nature of 
upkeep and repair were deemed necessary 
‘T hese 
were usually accomplished by the 
taxpayer's approval of estimates mailed to 
him by the tenant, and the subsequent pay 
ment of the bills by him 
house, the 


whatever services in the 
for the maintenance of the property 
repairs 


Upon sale of the 


taxpayer realized a which 


a capital loss, resulting in 
The 
Commissioner determined the loss to be an 
ordinary 


loss 
he treated as 


carry-over losses to subsequent years. 
loss, deductible only in the year 
sustained 


The held that the taxpayer had 
sustained a capital loss, explaining that the 


court 


Residential Property 


As a result of the Grier decision, 

it would appear that if a 

taxpayer desires to obtain ordinary 
loss treatment, he can no 


longer rely solely upon the 
‘rental’ criterion. 


taxpayer’s activities were of “minimal na- 
ture” and, as such, the rental of the building 
and its subsequent sale could not be treated 
as “trade or business” so as to come within 
the capital assets exception of Section 117 
(a)(1)(B). The court added that while the 
property was used for the production of in- 
come, it should not be considered as used 
in the taxpayer’s trade or business. 

While the distinction in Grier, between 
“property used in trade or business” of a 
taxpayer, and “property held for the produc- 
tion of income” (so that only the former 
may be considered a noncapital asset) may 
have merit, it is by no means a novel one. 
Somewhat similar arguments were put forth 
by the Commissioner in Quincy A. Shaw 
McKean and N. Stuart Campbell, cited above, 
and were, at the time, 
the Tax Court. 


brushed aside by 

Similarly, in Leland Hazard, the court re- 
jected the Commissioner’s contention that a 
loss sustained by taxpayer in the sale of a 
residence, which the taxpayer had rented 
until sale, was a capital loss since it was not 
used in the taxpayer's trade or business. As 
discussed earlier, the court held that it was 
an ordinary loss, inasmuch as residential 
improvements on real estate converted into 
income-producing property are 
“used in the trade or 


property 
business” of the tax- 
payer regardless of whether or not he en 
gaged in other business and 
excluded from the definition 
of “capital assets.” 


any trade or 


are, therefore, 
The court sidestepped 
reference’ to Regula 
tions 111, Section 117-1, by holding that the 
property was used in the trade o1 
of the taxpayer As 
cited Fackler v. Commissioner, 
{ 9270, 133 F. (2d) 509 


Examination 


the Commissioner’s 


business 
authority , the 
43-1 


court 
UsTC 


into the extent of the tax 
payer’s activities also occurred in Gilford v 
Commissioner, 53-1 { 9201, 201 F. (2d) 
taxpayer herself en- 
gaged in no direct activities concerning the 
properties, the 
agent 


UST¢ 
735, where, although the 


activities of her managing 
imputed to her benefit. The 
taxpayer had acquired fractional interests in 


were 


store and apartment buildings, under various 
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Along 


the properties, 


wills with co-owners, she placed 
as a unit, in the charge of a 
firm of real estate agents, which managed 
the properties and accounted to each of the 
owners for his or her share of the net in 
No evidence was given concerning 
the fact that have done 
anything herself in connection with the man- 


agement of the 


com 
taxpayer may 
buildings. However, ap- 
preciable amounts of time and work were, 
necessarily, required of the managing agent 
The taxpayer claimed the loss from the sale 
of the real estate as a capital loss which 


might be carried over to later years pur 
suant to Code Section 117(a)(11) and (e) 
(1) The Commissioner claimed that the 


loss wa 


an ordinary loss and, thus, deduct- 
The court 


an ordinary loss inas- 


ible only in the year sustained. 
held the loss to be 
much as the engaged in a 
“trade or business,” although acting through 
The court added: “. it 


granted that the taxpayer’s pur 


taxpayer was 


agents is to be 
taken for 
held her interest was to get 
could from rentals. That 
only the maintenance of the 
condition but 


pose while she 


what income she 
required not 
also the 


buildings in rental 


supplying of such services for the tenants 
as were needed to rent them to good ad- 
vantage. Such necessarily regular and con- 
tinuous activity falls within the concept of 
trade or business as that phrase is used in 


the relevant statute.’ 


In Grier, the court distinguished Guilford 
that that court 
was impressed with the extent of the regular 
and continuous activity of 


v. Commissioner by noting 


management in 
That 
element was deemed not to be present in the 


volved in multiple rental situations 


Grier case 

From the tenor of the Grier decision, it 
would appear that the small owner-taxpayer, 
with a soundly constructed building tenanted 
tenant over the period of 
ownership may be in an unfortunate posi- 
While such a situation cre- 
ates few management problems, if any, for 


by a reliable 


tion, taxwisebd 
the owner, it places the owner-taxpayer in 


the “minimal activities” category as de- 


scribed in the Grier case 


It should be fairly clear that the activities 
required of an owner of a one-family house, 
in which the occupying tenant has not 
changed throughout the ownership, are al- 
most by definition fewer than the necessary 
activities of an owner of an office building 
with many semitransient 


In the latter instance, a court held 


permanent and 
tenants 
that the taxpayer was engaged in a trade or 


business and, consequently, the gain result- 
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ing from the 
(Fackler v 
the former, the taxpayer was not engaged 
in a “trade or business,” thereby causing 
the loss on sale to be treated as a capital 
loss (Grier v. U. S., cited above). 


sale was ordinary income 


Commissioner, cited above); in 


If the question were a new one, it is very 
possible that the distinction in the 
case might be adopted 
there is 


Grier 

However, because 
line of 
“e., ” . ” 
rental of residential property 


such a long cases using 
as the cri- 
terion for property used in a “trade or busi- 
ness” or, in some instances, a “transaction 
entered into for profit, though not a trade 
or business,” the Grier distinction may find 
difficulty in being accepted 

Perhaps a major obstacle would be the 
necessity for a determination in each case 
of the point at which the taxpayer’s activi- 
ties in relation to the property are no longer 
“minimal.” While on its face this is no 
more than a factual problem to be decided 
ad hoc by the court, such a situation appears 
to be fraught with the 
variety ol interpretations, 
little to the tax 
counsel 


possibility of a 
and furnishes 
practitioner as a basis for 


As a result of the Grier decision, it would 
that if 
ordinary 


appear a taxpayer desires to obtain 


treatment, he can no longer 
rely solely upon the “rental” criterion. In 
addition, he may burden of 
showing that his “activities” in relation to 


the rental of the property were of sufficient 


loss 


also have the 


nature to depict him as engaging in a “trade 
or business.” Unfortunately, there is little 
authority to guide us in 
term. 


defining such a 
Nevertheless, on a few occasions it 
has been described as that which occupies 
the time, attention and labor of men for the 
purpose of livelihood or profit. (Fackler v 
Commissioner, cited above, and Flint v. Stone 
Tracy Company, 220 U. S. 107, 171). 
However, it should be borne in mind that 
the Grier decision, with its strict but am 
biguous criteria, might be limited solely to 
cases arising under a similar factual situa- 
tion. Whether or not will be the 
result remains from the forth- 


such 
to be seen 


coming decisions. 


Depreciation 


Another area worthy of analysis, at this 
point, is the relation and effect, if any, 
which the allowance of depreciation on the 
property may have as to the deductibility 


of a loss sustained on the sale of such 
property. 
In William C. Horrmann, CCH Dec. 


18,651, 17 TC 903, a family residence was 
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1 by the 





acquirt The 
and 
found unsuit- 
was abandoned; after 
several unsuccessful attempts to rent or sell 
the property, it was finally sold, at a loss 
The taxpayer claimed a deduction for de 
preciation under Section 23(1)(2), for main 
tenance Section 23(a)(2), 


loss on the sale, under 


taxpayer by devise. 


redecorated the residence 
moved into it | pon 


able, the 


taxpayer 


be ing 


residence 


expenses under 


and for the ordinary 
Section 23(e)(2). The Commissioner denied 
| held that 


yr depreciation and mainten 


deductions The court 


the deduction f 


all of the 


ance expenses should be permitted where 
property is held for production of income 
However, deduction for the loss was denied 


Where property has been used as a personal 
residence 


, in order to convert the transaction 


into one entered into for profit, the owner 
must do more than abandon the property 
and list it for sale or rent Che court 


distinguished between subsections 
23(1)(2) and 23(a)(2), which have 


phraseology 


cogently 
the same 
allow 
held lor the 
production of income,” and the wording of 
Section 23(e)(2), which allows losses in 
“transactions entered into for profit.” See 
also Thora Scott Ronalds, cited above, Rea E 
Warner, CCH Dec. 15,822(M), 6 TCM 582, 


concerning deductions 


able in relation to “property 


and Mary Laughlin Robinson, CCH Dec 
13,349, 2 TC 305. 

Such a distinction appears to be sound, 
inasmuch as both subsections 23(a) and 
23(1) were amended by Section 121 of the 


Revenue Act of 1942 so as to allow deduc- 
tions in addition to those allowed under the 
existing law Section 23(a) was thereby 
amended to allow a deduction for the ordi 


nary and necessary expenses of an individual 
paid or incurred tor the 


servation of 


management, 
maintenance ot! 


con- 
property held 
by the taxpayer for the production of income, 
whether or not such expenses are paid or 


incurred in carrying on a trade or business 


Section 23(1) was amended to allow a de 
duction for the exhaustion and wear and 
tear of property held for the production of 
income, whether or not such property 1s used 


by the taxpayer in a trade or business 
(House of Representatives Committee Re 
port No. 2333, 1942-2 CB 410; Senate Com 
Report No. 1631, 1942-2 CB 570.) 

enacting section 12] oO! 
Act of 1942, had intended noth 
ing more than to cover transactions 


into for profit” the 


mittes 
If ( 


the Revenue 


migress, in 


“entered 


vould, no doubt, have 


used that expression, already used in Sec 
tion 23(e) That language, however, was 
not used, either in Section 121(a), as t 


expenses, or in section broadening 


Residential Property 


the field of allowable depreciation In both, 
the expression used is “held for the produc- 
tion of 
thereby 


income.” Obviously, Congress 
something different from 
“transaction entered into for profit” left in 


Section 23(e) 


meant 


The statute does not require 
that the property be actually used tor pro- 
rented 


{ Vary 


duction of income 
-but 


that 1s, be actually 
held tor that purpose 
Laughlin Robmson, cited above.) 


only 


As a result of the above analysis, it should 
be fairly clear that the mere fact that certain 
property may be depreciated under Section 
23(1) mean that the 
property is of the nature described in Sec- 
117(a)(1)(B) of the 1939 Code as not 
constituting a capital asset 


does not necessarily 
tion 
To be charac- 
terized as a noncapital asset, the depreciable 
asset must be used in the taxpayer's “trade 
or business.” Consequently, the whole issue 
around whether or under the 


circumstances of the case, the taxpayer was 


revolves not, 
engaged in a trade or business in connection 
with the property 
cf ae 


sale of the (Grier v 


cited above. ) 


In other words, while a taxpayer not en 
gaged in a trade or business may take, as a 
deduction, depreciation and all ordinary and 
necessary expenses paid or incurred for the 
production of income, nevertheless, a loss 
suffered on the sale of the property held for 
the production of income may not be de- 
ductible as an ordinary loss if the property 
was not used in the taxpayer’s “trade or 


business,” or if the transaction was not 


entered into for profit 


Conclusion 


From the would seem that 


a taxpayer desiring to treat such property as 


loregoing it 


a capital asset could rely, to some extent, 
upon the Second Circuit's 
rented 


treatment ot 
investment property 
that the 
“minimum ac 


Although 


residence as 
should be recognized 
turned on the 


However, it 
Grier decision 
tivity” of the taxpayer 


capital 


loss treatment may be desired in a. given 

case, the taxpayer’ activities should be 

examined with the Grier criteria in mind 
On the other hand, we have seen that it is 


the weneral lax Court view that losses 
sustained in the sale of rented residential 
property are treated as losses occurring in 
the sale of property used in a trade or busi 
ness, and as such are considered ordinary 
losses Che choice as to whether to resort 


to the lax Court view or to the 
Circuit (Grier) rule will 


Second 


naturally depen: 


anon the 
Ipor h 


individual circumstances 


[The End] 
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Section 678(c) May Cause Additional 
Income Tax to Be Imposed on Many Trustees 


Who Were Not Challenged in the Past 


A Tax Trap for the Famil gtr 





‘ECTION 678 of the 1954 Internal Reve 
b nue Code 
the 
the 
this 


is a new which 
of a 
notwithstanding 
person does not in fact 
In the section pro- 
vides that a nongrantor who “has a power 
exercisable solely by himself to vest the 
corpus or the income” of any portion of a 
trust in himself is to be treated the 


owner of such portion.’ 


provision 
trust to one other 
the fact 
receive 


taxes 
than 
that 
such 


income 
grantor 


income, essence, 
as 


This general principle is specifically made 
applicable to an individual holding the 


power “in the capacity of trustee or co- 
trustee, merely to apply the income of the 
trust to the support or maintenance of a 
person whom {he] is obligated to 
support or maintain.” However, in this 
circumstance, the income taxable to the 
holder of the power is limited to the 


amount of trust income which is actually 
applied for support and maintenance.’ 
Although Section 678 is a new addition, 
the concept embodied within it is not. 
Prior to the adoption of the 1954 Code, 
the courts * and the regulations * had adopted 
the that one was not the 
grantor could possess such power with re- 
to trust that he should be taxed 
or part its income. The result 


position who 


spect 


all 


a 


on ot 


! Sec. 671 provides that the owner of a portion 
of a trust shall report the income, deductions 
and credits attributable to that portion 

2 Sec. 678(c). Evidently, if a nongrantor holds 
the power in any capacity other than as trustee 
or cotrustee, he must account for all income 
which is subject to the power, whether dis- 
tributed or not. 

* Rdward Mallinckrodt, Jr., CCH Dec. 13,628, 
2 TC 1128 (1943), acq., 1944 CB 18, aff'd, 45-1 
ustc { 9134, 146 F. (2d) 1 (CCA-8), cert. den., 
324 U. S. 871; H. 8. Richardson, CCH Dec. 
11,322, 42 BTA 830 (1940), aff'd, 41-2 usrc { 9592, 
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was premised on the broad statutory def- 
inition of gross income.’ 

Typical of the kind of arrangement which 
was successfully attacked was that found 
in the Mallinckrodt decision,’ the leading 
case. There, the taxpayer could request 
all the income remaining after the payment 
of a stipulated amount to his wife. How- 
ever, if he did not exercise this right, the 
undistributed balance was to accumu- 
lated. He was held to be taxable on the 
accumulated income because of his power 
to demand it. 

Despite the development and notoriety of 
the Mallinckrodt doctrine under the 1939 
Code, its applicability to the trustee of a 
support-and-maintenance trust for depend- 
ents was not heeded. Admittedly, there 
was authority which could be analogized 
to embrace the trustee situation.’ But there 
also were cases which indicated that a non- 
grantor was not accountable for income 
which was used to discharge his obligation 
of support.* 


be 


The impact of the new express inclusion 
of trustees is better appreciated when one 
considers the commonplace trust arrange- 
ments which it affects. For example, a 
grandfather creates a trust for the benefit 


of his minor grandchildren. The income 





121 F. (2d) 1 (CCA-2), cert. den., 314 U. S. 684; 


but see Hallowell v. Commissioner, 47-1 ust 
{ 9185, 160 F. (2d) 536 (CCA-3). 

* Regs. 118, Sec. 39.22(a)-22 

5 1939 Code, Sec. 22(a) 

* Cited at footnote 3. 

' Helvering v. Stuart, 42-2 ustc % 9750, 317 
U. S. 154; Douglas v. Willcuts, 36-1 ustc % 9002, 
296 U.S. 1. 

* Stern v. Commissioner, 43-2 ustc { 9541, 137 
F. (2d) 43 (CCA-2); Frank E. Joseph, CCH Dec 


14,831, 5 TC 1049 (1945), acq., 1946-1 CB 3. 
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il@Trustee 


By MILTON H. STERN, Attorney 
Hannoch, Weinstein, Myers & Stern, 
Newark, New Jersey 


is payable tor their support, maintenance 
education at the 


trustee, 


and discretion of the 


and which is not so 
year is to be 


The grandfather 


any income 


used in any accumulated. 
selects his son, the father 
The 
son is taxable to the extent that he expends 
income for the 
thereby 
support 


of the grandchildren, as the trustee. 


trust and 
duty of 
even though the son, in 


purposes of the 
relieves himself of the 
pro tanto 
making such expenditures, is merely carry- 
ing out his fiduciary responsibilities.” 

Another typical instance which may fall 


within the scope of the statute is a 
mentary support-and maintenance trust created 


by a 


testa 


husband for his minor children. In 


disposition, a husband 
often faces conflicting desires with respect 


to the 


planning such a 


choice of a fiduciary. He does not 


have confidence in his wife’s ability to 
manage property without guidance. But 
he believes that she is best qualified to 
determine when, why, to whom, and to 


what extent income should be distributed. 


this conflict by 
corporate fiduciary to act as cotrustee with 
but he 


He resolves naming a 


his wite, vests in his wife the ex- 


* This would be equally true in the case of a 
support trust for the benefit of a married 
daughter where her husband is the trustee 
However, there would be no adverse tax con- 
sequences in the husband-wife situation if they 
normally file a joint return. 


“See 39 American Parent 


and Child,’ Secs. 38-39. 

“If this query is answered affirmatively, the 
scope of Sec. 678(c) will be extremely broad 
It will include every joinder of an independent 


Jurisprudence, 


Trap for Trustee 


clusive power to fix the amounts to be paid 
out or accumulated. Ii, after the husband’s 
death, the wife has the legal obligation to 
support the minor children,” she will be 
taxed on any portion of trust income which 
is used to discharge that responsibility. 
The 


quences 


definite statement of tax conse 
contained in Section 678(c) may 
cause additional income tax to be imposed 
on many trustees who in the past were not 
challenged. This may have a serious effect 
on the way of life which they have estab- 
lished. Thus, it advisers to ex- 
amine all existing support trusts carefully. 


behooves 


Application to Cotrustee 


The statute refers to a power held by a 
person “in the 
co-trustee.” 


capacity of a trustee or 
this mean that a mere 
coholder of the discretion to apply income 


Does 


in satisfaction of his support obligation may 
be taxable?” 


‘The 


from 


answer to this question is not free 
doubt.” It would appear, however, 
that the provision was not intended to cover 
a jointly held 
The general rule of 
applies to a power 


power 

678 only 
“exercisable solely.” Sub- 
is a liberalizing provision de- 
signed to restrict the applicability of this 
rule where the power is vested in a trustee.” 
It would 


Section 


section (c) 


seem to be a contradiction in 
terms to conclude that a liberalizing pro- 
vision would joint power, 
whereas the principle which it ameliorates 


is limited to a singly held power. 


encompass a 


If this analysis is accurate, why, then, is 
the terminology 


19 
usceG 


“trustee or co-trustee” 
Conceivably, it stemmed from Con- 
gressional 


trusteeship 


recognition of the 
illustrated where 
the family member has the exclusive power 


type of co 
above- one 
of distribution, but another shares manage 
ment and investment 


holds them 

Another possible explanation lies in the 
attempt to correlate Section 678(c) with 
Section 677(b), moderates the tax 
effect on the grantor of a similar discre 
tion held by the grantor either alone or with 


powers with him, or 
alone. 


which 


fiduciary and the head of the household as co- 


trustees of a trust for the benefit of dependents 

1 A. James Casner, in ‘The Internal Revenue 
Code of 1954: Estate Planning,’’ 68 Harvard 
Law Review 433, 460-461 (1955), concludes that 
a family cotrustee is taxable. Sherwin Kamin, 
Stanley S. Surrey and William C. Warren, in 
‘The Internal Revenue Code of 1954: Trusts, 
Estates and Beneficiaries,’ 54 Columbia Law 
Review 1237, 1263 (1954), find it difficult to 
accept that conclusion 


4S. Rept. 1622, 83d Cong., 2d Sess., p. 371. 
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another The latter subsection quite prop 
erly refers to the grantor “acting as trustee 
or co-trustee,” rule which it 
jointly held powers. In 


the quest for consistency, this phraseolog 


since the 
modifies includes 


may have been carried over into the non- 
without a consciousness 
only 


exercisable 


grantor provision 
that this 
which are 


section embraces powers 


solely 


Mandatory Distributions 


By its terms, Section 678(c) relates only 


to imstances where a nongrantor has the 


power, as trustee, to apply income for the 
support or maintenance of his dependents 
It does not expressly include a trust under 


the terms of which there is a direction to 


pay out income for such purpose. 


take 


taxable 


Nonetheless, the Commissioner 


the position 


may 
that an individual is 
on trust income which must be used for the 
whether 

There 
this 


the same 


maintenance of his dependents, 


he or somebody else is the trustee.’ 


is considerable logical 
contention \ 


economic 


support tor 
taxpayer derives 


advantage from the required satis 


faction of his obligation as he does from 
the discharge of such obligation through 
the exercise of his discretion. Thus, it 


to hold that he 
must 


Seems strange escapes tax 


ation when the income relieve him 


of his duty to support, but incurs taxation 


when the income may not be so 


applied 


may or 


The new law, however, appears to lead to 
this anomalous result. The committee re 
ports reveal an awareness by Congress that 
under the 1939 Code, Section 22(a) applied 
to trust income which had to be distributed 


for a grantor’s benefit, while Section 167 
embraced income with respect to which 
distribution was optional.” To end the 


double Section 677 drafted 


so aS to tax a grantor on income o! a trust 


coverage, was 


which “is vr may be dis 


tributed” to him 


Contrary to the alternatives contained in 


the grantor provision, Section 678 speaks 


withdraw income or 


between 


only of a 
The disparity 
seem to bar the 


power to 


corpus SUCCESSIVE 


séctions would construc 


“ Report cited at footnote 13 

% The possibility of taxation in the case of a 
direction to support has been suggested. See 
Casner. article cited at footnote 12, at v. 461 
footnote 178 Kamin Surrey and Warren 


article cited at footnote 12, at p. 1264; cf. Regs 
118, Sec. 39.162-1(f) 
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tion of Section 678 to 


distribution. 


include a required 


This omission of 
Section 678 


a mandatory trust from 
suggests that Congress 
did not believe that a nongrantor benefiting 
from trust taxable under the 
income provision.” In the 
case of grantors, when Congress recognized 
that they were affected by Sections 22(a) 
and 167 of the 1939 Code, it merged the 
applicability of both into Section 
677. It is logical to assume that the same 
thing would have been done in the succeed 
considered non 
grantors to be similarly affected. Furthermore, 
there is other evidence that Congress sought 
to contain in Subpart E all of the statutory 
provisions attributing trust income to grantors 
and other persons.” 


also 
such a was 


general gross 


sections 


ing section if (Congress 


Release of Power 


A trustee who is subject to Section 678 
will have to give up his exclusive power in 
prevent continued tax liability 


renounces the within a rea 


order to 
If he 


sonable 


power 
after he first 
existence, he will escape taxation on income 
expended for the support of his dependents 
prior to renunciation.” A reasonable period 
will probably be of short duration in the 
case of a trustee, since he should be charge 
able with early knowledge of the existence 
of his fiduciary duties. 


time learns of its 


When the holder of the power is a sole 


trustee, his continuance in office may de- 


pend on whether or not a court, upon a 


showing of his difficult tax position, will 
appoint a cotrustee to exercise the dis 
tribution authority jointly with him. If 


there are cotrustees but the head of the 


family has the exclusive discretion with 
respect to the expenditure of income, pre 
sumably the relinquishment of that sole 


discretion will cause the responsibility to 


apply income to be shared among all of 
the cotrustees 

Of course, if the possession of a joint 
power is deemed to be included within 


Section 678(c), then the family trustee will 
undesirable tax 


[The End] 


have to accept a very 


position or resigt 


Report cited at footnote 13 
Sec. 61 
*See Sec. 671 
at pp. 86, 364-365 
” Sec. 678(d) 


report cited at footnote 13 


TAXES —The Tax Magazine 


i?\ A tter the Asetriahnnutinn the chars 











Code Section 302 Seems Destined for 


Popularity Because of the Opportunities 
for Relief Which It Affords Taxpayers 


Substantially Disproportionate Redemptions 


Under the 1954 Act 


By HARRY A. BERNBACH 


\ ANY SECTIONS of the 
best 


known by 


old ( ode are 
numerical reference 
Some sections, including particularly Sec 
tion 722, attained popularity 
the opportunities they afforded taxpayers 
for relief; others, such as Section 102, are 
remembered 


because of 


because of their impact tax 
unpopularity Tax men could, 
in conversations with clients, talk about 
these sections by number without evoking 
startled looks of perplexity. Code Section 
115—more particularly subsection (g) thereof 
also became and 
joined the 
“numbers.” 


Wise and 


known referred to nu- 


and ranks of the 


better-known 


merically 


With the adoption of the Irternal Reve 
nue Code of 1954, references to 
old sections by number between tax men 
and will into oblivion. They 
will be supplanted in time by the sections 
of the new Code which will become known 
as section number 


however, 


clients pass 


“so and sO 


Such may be the destiny of new Section 
302, whicl 
demption of stock 
the years, 


deals with distributions in re 
Shareholders have, over 
evinced interest in the 
which they could re 


corporations 


great 
various methods by 


ceive distributions from their 


through stock redemptions at capital gains 
rates, nevertheless, a 
ing imtere.t in the 


retaining, participat 
company, That they 
have experienced considerable difficulty in 
escaping the ordinary dividend tax on such 
redemptions because of the broad dividends 
equivalency test in the law’ 
to by the 


issue 
As a 
from old 


sever 


is best attested 


great number of cases on this 
result of the confusion 
115(¢g), 


restrictions on 


resulting 
imposed 


busine ss 


Section which 


de sirable 
1939 Code Sec. 115g) 


Disproportionate Redemptions 


transactions and conversely 


brought into 
play the use of avoidance devices which in 


many instances proved successful, Con 
gress, in enacting Section 302 of the 1954 
Code, has set forth certain factual con 


ditions under which stock redemptions will 
be treated as exchanges for stock resulting, 


generally, in capital gain, albeit retaining 
the dividends-equivalency test of Section 
115(g) 

This article will concern itself primarily 
with that portion of Section 302 which 
is known as the “substantially dispro 
portionate” redemption rule. Here, for the 
first time in years, is the alleviation by 
specific formula of the hardship of the 
general rule of dividends-equivalency test 
Within this section is the opening wedge 
for the shareholder to have his stock re 
demption result in capital gain and also 


remain with 
Here is the 
of risk on the 
he can 


stock in the 
opportunity tor 


some company. 
minimization 
part ola shareholder 
himself within the 
requirements of the section 


where 
factual 
Certainly, such 

cause Section 
and it may be 
302 will become 
so-called popular-number sections 


Section 302 


bring 
opportunities for relief will 
302 to attain prominence, 
that, before long, 
one of the 


section 


prescribes the general rule 
that where a corporation redeems its stock 
and where the distribution is substantially 
disproportionate, such 
to other 


redemption, subject 
shall be treated as a 
distribution in part or full payment in ex 
change for the 


limitations, 


stock,’ resulting in capital 


gain to the shareholder. Stock is treated 
as redeemed for this purpose by a corpo- 
ration if the latter acquires its stock from 


a shareholder in exchange for property, 


1954 Code Secs. 302(a) and 302(b)(2) 
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of New York, Illinois and the 

District of Columbia. He is also a 
certified public accountant, New York. 


whether or not the stock so acquired is 
canceled, retired or held as treasury stock.’ 
The general rule is limited by a provision 
that it shall not apply unless immediately 
after the redemption the shareholder owns 
than 50 per cent of the combined 
power of all classes of stock en- 
titled to vote. This section further defines 
“substantially disproportionate distributions” 
to which reduce the ratio of a 
shareholder’s stock to the total stock after 
redemption to less than 80 per cent of what 
it was before redemption,” In effect, two 
conditions exist for the distribution 
to qualify as an exchange of stock (capital 
gain) rather than as a dividend (ordinary 
income) 


less 


voting 


be those 


must 


(1) The distribution must be substantially 
disproportionate so that after the redemp- 
tion the ratio of the shareholder's holdings 
of voting stock to all voting stock is less 
than 80 per cent of what the ratio of his 
voting stock was to all voting stock before 
the redemption. 


(2) After the distribution, the 
holder must own less than 50 per cent of 
the total voting stock. 


share 


Under the 80 per cent and 50 per cent 
limitations of Section 302, substantial re 
demptions of shares may be required, de 
pending upon the percentage of 
owned by the shareholder who desires the 
distribution. The table on this page 
forth the minimum number of shares to be re- 
deemed, under certain conditions, in order 
to qualify the distribution as a capital gain 
within the disproportionate-redemption rule 
For the purposes of this illustration, it is 
assumed that there are two shareholders; 
there are 100 shares of voting common 
stock outstanding; and shareholder A 
sires to have the minimum number of 
shares redeemed. 


shares 


sets 


de- 
his 


A glance at the chart below indicates that 
where a than 62% 
per cent company, the 
50 per cent limitation rule is ineffective, 
since the application of the 80 per cent 
stock ownership rule after redemption will 
result in ownership of less than 50 per cent 
of the company. Generally, where owner- 
ship exceeds 62% per cent, the 80 per cent 
“disproportionate redemption” test will be 
met upon redemption of a sufficient number 
of shares to leave the shareholder with one 


shareholder owns less 


of the stock of a 


’ Minimum A’s Percentage 
Number of Owner- 
Shares Owned of A’s Shares Shares Owned ship After 
Before Redemption to Be Redeemed After Redemption Redemption * 

A B Total A B Total 
95 5 100 91 4 5 9 44% 
90 10 100 81 9 10 19 47 % 
85 15 100 71 14 15 29 48% 
80 20 100 61 19 20 39 49% 
75 25 100 51 24 25 49 49% 
70 30 100 4l 29 30 59 49% 
65 35 100 31 34 35 69 49% 
60 40 100 24 36 40 76 47% 
55 45 100 20 35 45 80 44% 
50 50 100 17 33 50 83 40% 
45 55 100 15 30 55 85 35% 
40 60 100 13 27 o— 87 31% 
35 65 100 10 25 65 90 28% 
30 70 100 8 22 70 92 24% 
25 75 100 7 18 75 93 19% 
20 80 100 5 15 80 95 16% 
15 85 100 4 ll 85 96 11% 
10 90 100 3 7 90 97 7% 

5 95 100 2 3 95 98 3% 


* All percentages are to the nearest whole number 


; 1954 Code Sec ‘B17 b ), 
* 1954 Code Sec. 302(b)(2)(B) 
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Under the 80 per cent and 

50 per cent limitations of Section 302, 
substantial redemptions of shares 
may be required, depending upon 

the percentage of 

shares owned by the shareholder who 
desires the distribution. 


voting share (or fraction thereof) less than 
the combined number of voting shares held 
by others. 


The simple arithmetic formula for deter- 
mining the minimum number of shares to 
be redeemed to qualify a redemption as an 
exchange resulting in capital gain under 
the 80 per cent rule is as follows: 

Assume that A and B each own 50 shares 
of voting stock, representing all of the out- 
standing stock of the company. A desires 
to receive a distribution in redemption of 
the least number of his shares so that the 
redemption will result in capital gain (in 
this example, the 50 per cent limitation rule 
is clearly inapplicable). 


Percentage of shares owned by A 50% 
80% of above 4O% 
Shares owned by B 50 
Ratio of B’s holdings to entire issue 
after redemption of A’s shares 0% 
Maximum issued stock after redemption : 
50 shares (B) divided by 60% 83° 
Shares owned by B 50 
Maximum number of shares A can 
own after redemption 33 
Number of A’s shares to be re- 
deemed 17 


The proof of compliance with the 80 per 
limitation : 


cent under the section’ is as 
follows 
A B Total 
Shares held after 
redemption 33 50 83 


Percentage of 


ownership 39.76% 60.24% 100% 


A’s ownership of 39.76 per cent of the 
company after redemption is less than 80 
per cent of his 50 per 


cent ownership 


before redemption. 
Another 
302 1s 


Section 
which is 


limitation 
that a 


imposed by 


redemption made 


® Nearest whole number 
* 1954 Code Sec. 302(b)(2)(C) 
* 1954 Code Sec. 302(b)(2)(D) 


Disproportionate Redemptions 


pursuant to a plan the purpose or the effect 
of which is a series of redemptions resulting 
in a distribution which, in the aggregate, 
is not substantially disproportionate with 
respect to the shareholder shall not qualify 
as a distribution resulting in capital gain 
to the shareholder.” The purpose of this 
limitation is apparent. It is designed to 
circumvent step redemptions pursuant to 
a plan where, in the aggregate, the redemp- 
tions are not disproportionate, although 
each redemption under the plan, of itself, 
qualifies as a disproportionate redemption. 
In other words, by this 
otherwise qualifying disproportionate re- 
demption can be destroyed if it is one of 
a series of redemptions under a plan which, 
when completed, will not result in redemp- 
tions substantially disproportionate with re 
spect to the shareholder. 

The Senate 
in its detailed technical 
provisions of the bill, contains the follow- 
ing reference to Section 302(b)(2)(D): 


subsection, an 


Finance Committee report,” 
discussion of the 


“Subparagraph (D) of paragraph (2) 
provides that paragraph (2) shall not apply 
to any redemption which is made pursuant 
to a plan the purpose or effect of 
resulting in a 
aggregate 1s not 
substantially disproportionate with respect 
to the shareholder. For example: A 
poration has, as its sole capitalization, 100 
shares of common stock outstanding. Share 
holder A owns 55 shares and shareholder B 
45 shares. A and B are unre 
lated. In pursuant to a plan the 
corporation redeems 12 shares of the stock 
of shareholder A 
holder B 


qualifies as a 


which 
is a redemptions 


which in the 


series ot 
distribution 


cor- 


Shareholders 
1955, 
and none from share 
Such redemption standing alone 
disproportionate redemption 
within the meaning of section 302(b)(2). In 
1956, pursuant to the plan, the corporation 
B’s stock 
This re 


also 


redeems 10 shares of shareholder 


and none from shareholder A. 
demption, standing 
qualified as a 


within the 


alone, would have 
disproportionate 
meaning of 


when the 


redemption 
section 302(b)(2) 


However two transactions are 
reviewed together it is apparent that share- 


holders A and B 
changed their 


have not sufficiently 


respective proportionate in 


terests in the corporation Accordingly, 
under the rule of subparagraph (D), both 
redemptions would fail to qualify as substan- 


tially disproportionate.” (Italics supplied. ) 


*S. Rept. 1622, 83d Cong 2d Sess., “pp 


234-235 (1954) 
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Past 


Shares Owned Percentage of Ownership 


A B 
Before redemption 55 $5 
Redemption 12 
After redemption of A’s 
shares 43 45 
Redemption 10 
After redemption of B’s 
shares 43 35 


The example appears to be wrong and 
confusing. Reducing the figures above to 
their arithmetic percentage, as indicated in 
the above table, it appears clearly that 
in neither of the two steps has the redemp- 
tion qualified under the 80 per cent rule. 
After redemption of A’s 12 shares, he 
remains with 43 out of a total of 88 shares 
(B with 45 which repre- 
sent an ownership of 48.86 per cent of the 
stock. Since 48.86 per cent is in excess of 
80 cent of 


remains shares) 


per A’s 55 per cent ownership 
before redemption, the redemption does not 
qualify as a disproportionate 
under the After redemption of 
shares, B remains with 35 out of 
a total of 78 shares (A now has 43 shares), 
which represents an ownership of 44.87 per 
cent of the stock. Since 44.87 per cent is 
in excess of 80 per cent of B’s 51.14 per cent 
interest before the redemption of his shares, 
the redemption of B’s ten shares does not 
disproportionate redemption 
section. 


redemption 
section 


B’s ten 


qualify as a 
the 


After 


cent 


under 
has a 55 
and B has 
Assuming that each 
redemption above qualified under the plan 


both redemptions, A 
the 
a 45 per cent interest. 


per 


interest in company, 


Total A B 
100 55 % 455 % 
12 
88 48.86% 51.14% 
10 
78 55.13% 44.87% 


as a disproportionate redemption, it is clear 
that each such redemption would be dis- 
qualified from resulting in capital gain since, 
after the step transactions of the plan are 
consummated, each shareholder ends up 
with the same percentage of ownership that 
into effect. 
the author’s opinion that 
neither step in the redemptions shown in 
the committee’s report qualifies as a dis- 
proportionate redemption and, thus, Section 
302(b)(2)(D) is not involved. 


he had before the plan 
It is, however, 


went 


The example at the bottom of this page is 
suggested as an example of two step trans 


actions under a plan where each step of 
itself qualifies, but since the distributions, 
in the aggregate, do not result in substan- 


tially disproportinate redemptions, the re 
sult would not deemed an exchange 
within the purview of Section 302(b)(2)(D) 


be 


toth redemptions under the plan would 
result in disqualification for capital gain 
treatment under Section 302(b)(2)(D) since, 
after completion of the distributions under 
A and 
disproportionate. 


[The End] 


the plan, the ratios of ownership of 
B are not substantially 


Shares Owned Percentage of Ownership 


A B 


redemption 55 45 
20 


Before 
Redemption 


- 
f 


After redemption < 
shares 35 45 
Redemption 17 


Alter redemption of B's 
shares 35 28 


'The redemption of 
redemption 


Total A B 
100 55 & 45 &% 
20 


43.75% * 56.25% 


63 55.55% 


44.45% * 


A's 20 shares would qualify as a disproportionate 
because his ownership of 43.75 per cent after redemption is less 


than 80 per cent of his 55 per cent ownership before redemption 


The redemption of B's 17 


redemption 


shares would 
because his ownership of 44.45 per cent after redemption is less 


qualify as a disproportionate 


than 80 per cent of his 56.25 per cent ownership before redemption 
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Disposition of the Revenue 
from Ohio Sales and Use Taxes 


By FRED PICARD 


Originally Intended to Provide 


Relief to Local Governments, the Sales 


Tax Has Been Taken Over by the State 


( Jhio 


retail sales tax became ef- 


gs HF 


fective January 27, 1935, and the use 


tax was applicable after December 31, 1935. 
Both of 


these taxes were developed in the 


midst of difficult financial problems for the 
State of Ohio and the 


in the state 


local governments 


These taxes were enacted after the local 
had tried to 


enacting other 


and 
their problems by 
however, 


state governments solve 


taxes; 
none of these other attempts was 
completely successful. The 
ditional revenue 
constitutional 


need for ad 

about by a 
limitation on real 
property, the increased burden of support- 
ing the and the decline of 
formerly used to support the 
in Ohio. 


was brought 


ten-mill 


poor revenues 


public schools 
The sales tax 


was enacted in 1935 to 


provide revenue tor specific purposes Most 


of the need stemmed from the general 
collapse of the economy, but some was 
related to problems resulting from legis- 
lative action At any rate, the revenue 


from the sales tax was originally intended 


to provide relief to local governments. The 
revenue from sales and use taxes, then, was 
meant to provide 


revenue to carry on 


functions that were distinctly local in char 


acter. The original objectives of the legis 


lature are clearly stated in the law, as 
follows 
“For the purpose of providing revenue 


ith which to meet the needs of the state 


for poorsrelief in the 


existing economic 


Department of Taxation of Ohio, Ohio Sales 
and Use Tax Laws (1939), p. 28 


Ohio Taxes 


crises, for the use of the general revenue 
fund of the state, for the purpose ol secul 
ing a thorough and efficient system of 
common schools throughout the state, and 
for the purpose of affording 
addition to from 
taxes, permitted under 

and 
support ot 


revenues, in 

general property 
constitutional 
other 


the se 


tations, sources, for the 


from 
local functions, 
and for the purpose of reimbursing the state 
for the expense of 
an excise tax 15S 


governmental 


this act, 
levied on 


administering 


hereby each 


made in this 


i 


retail sale 


state of tangible 


personal property.” 

To a large extent the development of the 
disposition of the revenue from sales and 
use taxation in Ohio much like the 
camel with his head in the tent Krom 
1935 through 1938 nearly all such revenue 


Was 


was allocated for specific purposes (largely 
local in nature); practically no revenue was 
available to the general revenue fund of the 


state However, after 1938 most of the 
revenue went to the general revenue fund 
after appropriations were made to the 
local government fund. Once the State of 


Ohio derived any substantial revenue from 
these sources, it began to depend upon such 


revenue as an important item tor its own 


financial requirements. Thus, in the fiscal 
year 1951-1952, 93 per cent of sales and 
use tax revenue went to the general revenue 
fund, and this constituted 40.5 per cent of 


the general revenue fund 


This system has caused some 
tion local 


consterna 


among 


government ofth« ials in 
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Ohio. In 1931 the state 
method of taxing property. 


overhauled its 
Because of the 
difficulties encountered in administering the 
general property tax, the legislature estab- 
lished a classified In effect, 
this reduced the base for a tax by 
modifying the extent of tangible and in- 
tangible personal property for tax purposes 
Furthermore, effective on January 1, 1934, 
the constitution was amended so that “no 
property, according to value, shall 
be so taxed in excess of 1 per cent of its 
true value in money for all state and local 


, 
purposes 


property tax 
such 


taxed 


The effect of this ten-mill limitation was 
to restrict the amount of taxes available to 
the local governments. This meant that the 
local governments had to 
help in financing 
gene ral 


depend upon 


State and for 
functions, Thus, to 
purpose of the sales and 


use taxes was to compensate the local gov- 


schools 
government 
some people, the 
ernments for the loss of revenue caused by 
the ten-mill limitation 

1935 
did allocate 


From through 1938 the legislature 
and use tax revenues 
almost entirely for poor relief, aid to schools, 


and The 


sales 


assistance to local governments 


distribution for these years is shown in 
Table | 
With slight variations among the four 


this distribution was 
to allocate specific amounts for the county 
poor relief fund, the relief of poor 
and the state general revenue fund for the 
administering the The 


years the formula for 


State 


sales tax 


costs ot 


$ 4,000,000 
26,882,413 22 
17,921,609 1 


amount was then divided on a 
cent to the public school 
fund and 40 per cent to the local govern- 
ment fund.” In 1936, 1937 and 1938 the 
use tax divided between the general 
revenue fund and the public school fund.* 
1935, 1936, 1937 and 1938 
the legislature set aside predetermined 
amounts from the sales and use tax 
poor relief and 


remaining 


basis of 60 per 


was 
Throughout 


rev- 
administrative 
sales tax. The remaining 
was then divided between the 
and the local governments. This 
method guaranteed minimum amounts for 
poor relief and administrative even 
though the yield from these revenues was 
uncertain. 


enue for 
costs of the 
amount 
schools 


costs 


This method of distribution caused some 
problems. The allocation to the 
local government fund and the publi 
fund was a residue; such shares depended 
upon the yield of taxes. If 
happened to be any yearly 
increase it was shared by these two funds, 
but if the revenue declined—as it did—the 
full impact fell upon these areas 

After 1936 
declined considerably. 


serious 
school 
these there 
considerable 


and use tax 
This decline 
caused by the exemption of food from the 


sales revenues 


was 


retail sales tax and the general contraction 
of the whole economic system. Thus, from 
1936 to 1938 the amount going to the pub 
fund declined about $9 million 
and the amount going to the local govern- 
ment fund dropped about $7 million 

This had a effect 
school The were guar- 
anteed a minimum amount, but the yield 
from sales and use taxes declined. Conse- 
quently, by 1939 a deficit of $18 million was 
incurred in the school foundation program.® 


lic school 


decline drastic 


finances. 


upon 


schools 


1936 1937 


$ 4,000,000 
2 692,891 
5,128,594 


1938 
$ 9,250,000 
17,171,363 
10,947,575 


TABLE | 
Disposition of Ohio Sales and Use Taxes, 1935-1938 
1935 

County Poor Relief Fund $ 4,000,000 

Public School Fund 16,064,000 

Local Government Fund 10,710,000 

State Relief of Poor 6,000,000 | 

Aid for Aged 6,000,000 | 

General Revenue Fund 2,293,308 | 


Total 


Source 
and 1938 


Ohio Constitution, Art. XII, Sec. 2 
*115 Ohio Laws (2) 306; 116 Ohio Laws (2) 69 
‘116 Ohio Laws (2) 101; 117 Ohio Laws 723 


602 August, 


6,000,000) 6,000,000) yen... 
, General 
1,888,509} 2,375,916} 1,922,231) Revenue 


i pele Le ‘ : Fund 





Annual reports of the Auditor of the State of Ohio for the years 1935 


1955 °@ 


$45,067,308 $56,692,531 $50,197,401 $39,291,169 


1936, 1937 


*Tax Commissioner of the State of Ohio, 
A Study of the Tax and Revenue System of the 
State of Ohio and Its Political Subdivisions 
(1947), p. 55 
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TABLE Il 
Disposition of Ohio Sales and Use Tax Revenues, 1935 Through Fiscal 1952 


Allocated to 
Special Funds 


Sales & Use 


Year (in thousands) (in thousands) 
1935 $ 45,067 $ 30,774 
1936 56,692 48,804 
1937 50,197 41,821 
1938 39,291 37,369 
1939 46,318 12,132 
1940 51,961 12,000 
1941 64,411 12,000 
1942 61,153 12,000 
1943 63,231 12,000 
1944 67 024 12,000 
1945 75,457 16,000 
1946 106,177 21,000 
1947 129,288 27,250 
1948 143,129 12,000 
fiscal 1949 

(first half) 64,951 6,000 
1949-1950 136,377 18,000 
1950-1951 163,980 18,000 
1951-1952 


169,649 12,000 


Total (or 


average) $1,534,353 $361,150 


Source 
year thereafter 


Tax Collections 


Per Cent of 
Sales & Use 
Taxes to 


Sales & Use 
Taxes as 
Proportion 


Allocated to 
General Revenue 


Fund General Rev- of General 
(in thousands) enue Fund Revenue 
$ 14,293 31.1 25.0 

7 888 13.9 11.2 
8,376 16.7 12.1 
1,922 5.1 2.8 
34,186 74.0 26.3 
39,961 77.0 25.5 
52,411 81.6 29.2 
49,153 80.5 26.0 
51,231 81.0 27.0 
55,024 82.0 32.7 
59,457 78.5 34.5 
85,177 79.5 40.5 
102,038 79.0 34.0 
131,129 91.5 39.5 
58,951 91.0 39.2 
118,377 82.0 37.5 
145,980 89.0 42.5 
157,649 93.0 40.5 
$1,173,203 76.6 33.1 


Annual reports of the Auditor of the State of Ohio for 1935 and each appropriate 


It was apparent that change was 


needed It was not 


some 
feasible to consider 
reducing the grants to schools; rather, the 
solution depended upon develoning new 
revenues or allocating additional funds from 
the general revenue fund. 

Furthermore, the share that was allocated 
to the local government fund, and subse 
quently to the local governments, was not 
determined until after the taxes were col 
lected. Thus, the local governments did 
not know how much revenue they would re 
ceive in any period. It was most difficult 
to arrange a budget as they had to estimate 
their This 
was critical, if one recalls that one of the 
objectives of the retail 
“reimburse” the local governments for the 


share of the sales tax revenue 
sales tax was to 


loss of property tax revenues caused by the 
ten-miull limitation 

After 1938 the 
doned its 


state legislature aban 
method of 


sales and use tax 


rigidly earmarking 


revenue. This was in 
keeping with the emphasis for other sources 
From that time, although there 
was some earmarking, the pattern has been 


of revenue 


Ohio Taxes 





altered so that most functions are provided 
for by allocations from the general revenue 
tund. However, since 1939 some part of 
sales and use taxes has been allocated to the 
local government fund. Furthermore, this 
distribution is before the yield is 
known and before any amount is credited 
to the general revenue fund. In effect, the 
amount going to the general revenue fund 
is a residue 


made 


Until 1949 Ohio’s fiscal year was the same 
as the calendar year seginning on July 1, 
1949, the fiscal year was changed to July | 
lune 30. The 
January and meets every two years. Thus, 
until 1949 the legislature had to make allo 
cations of sales and use tax revenues for 
year and the next one also. 
This meant that any distribution of sales 


legislature assembles in 


the current 


tax revenues had to be based upon an esti 
mate. To a large extent this estimate was 
based upon the past year. Yet, after 1938 
sales and use tax revenues increased tre- 
mendously, largely because of the expansion 
of the economy. Nevertheless, from 1939 


through 1944 the amount allocated to the 
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local government 
million 


fund remained at $12 
The local governments 
in the expanding revenue 
1944 there was some general increase 
in the annual allocation to the local govern- 
ment fund, but the principal recipient was 
the general revenue fund of the state. This 
Table II. The shifting of the 
fiscal year to July 1-June 30 did not mate- 
rially affect the distribution. The legislature 
had time exercise better 
judgment 


annually 
did not share 
After 


is shown in 


more and could 


This newer method of distribution brought 
complaints of diversion from local govern 
ment officials. From 1941 through 1947 
the State of Ohio accumulated a surplus. 
Part of the reason for this was the inade- 
quate amounts of sales and use tax revenues 
distributed to the fund 

At any 


not participate, to any 


local government 
rate the local government fund did 
great extent, in the 
From Table 
1938 an in 


and use 


increased sales tax 


II it is 


creasing 


revenue 


apparent that after 


amount of sales 


taxes 


has been credited to the general revenue 


fund and, of course, a decreasing 
distributed to the 
1951-1952, 


such revenue went to the state. 


portion 


has been local govern 


ment fund, In 


for example, 93 
per cent ot 


MORE ON SAVINGS BONDS 


Because 


savings bonds are 


regis 
tered in the name of the owner and 
co-owner, and provide on their 
tor the method of 


ce eds, 


face 
distributing pro 
sometimes you can’t even give 
as is illustrated by 
decisions 


the bonds away 
the following 


The bird in hand, in the 
United States savings bonds manually 


delivered by the 


case ofl 


decedent to the 
claimant but without compliance with 
Treasury Department regulations re- 
garding the transfer of ownership of 


such bonds, 


than 
The Series E savings 
were originally issued to the 
decedent then delivered to the 
later claimed 
virtue of the 


was worth no more 
two in the bush 
bonds 
and 


claimant, who 


owner 
alleged gift 
However, there was no specific dis- 
position of the 


ship by 


decedent's 
will and the bonds were held to con- 
stitute assets of the decedent's estate. 


bonds in 


August, 1955 ® 


It is clear, during the course of the Ohio 
retail sales tax, that such revenue no longer 
is providing much assistance to the local 
governments. In fact, the state itself has 
learned to rely upon this source of revenue 
as its principal support. Thus, by 1950- 
1951 sales and use tax revenues constituted 
42.5 per cent of the general revenue fund 


One concludes from the Ohio experience 
that this source of revenue is now the main 
support of the state revenue system. Further 
more, this revenue is of no great help to 
the local governments in their 
financial problems. flexi 
bility found in the Ohio sales tax revenue 
is not passed on to the local governments 
This could be helpful to the local govern 
ments if it meant protection in periods of 
declining revenue. The local governments 
are allocated a predetermined amount, but at 
least they what they are going to 
receive. Certainly the Ohio retail sales tax 
taken over by the state, and the 
legislature is allocating most of the 
revenue to the general revenue fund, This 
situation was really inflation and 
expansion of the ving been 
so caused it has major part of 
undoubtedly so 


[The End] 


solv ing 
Then, too, any 


know 


has been 
now 


caused by 
economy—but h 
become a 
and will 


state finances 


remain 


Connell v. Bauer; Estate of 
CCH Trust anp Estate LAw 
{ 46,016 (Minn. S. Ct., 1953) 


French, 
REPORTS 


\ situation similar to the above ox 
curred in Montana when the decedent, 
in the hospital during his last illness, 
gave United States 
savings bonds registered in decedent's 
name only, with these words: “If I 
don’t get well, this is for The 
court held that this did not constitute 
a valid gift causa mortis, 
law controlling 


claimant some 


you,” 


since federal 
bond transfers 
not complied with. Furthermore, the 


decedent, subsequent to 


was 


making the 
alleged gift, had executed his last will 
without alleged gift 
He was, therefore, the owner of the 


bonds at 


mentioning the 


his death, and his executor 
was entitled to possession thereof 

Nelson v. Wheeler; Estate of Wheeler, 
CCH Trust and Estate Law 
{ 45,608 (Mant. S. Ct., 1953) 
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The Author Points Out 
the Prominent Factors upon 
Which Taxability Turns 


Documentary Stamp Taxes: 


The Twilight Zone of Their Application 
to Large Corporate Loans 


By CHARLES C. JENSCH, Chicago Attorney 


yy ten following hypothetical situation 
illustrates, but does not confine or delimit, 
the problem to which this paper is directed 
A a finds that it 
a substantial funds in 
capital and 
to alter its 


corporation, obtain 


must 
amount of order to 


increase its working inventories.’ 
It does not 
ture nor to bring 
other public ly 


inquiry it 1s 


desire equity struc 
bonds o1 


Upon 


insurance 


out an issue ol 


distributed obligations 
found that B, an 
and C. a bank, are 
supplying the tunds In 
B and C, A finds that either will be 
to lend it $2 million in 
obligations, eac im the 
of $500,000, be; 


4 per cent 


company, interested in 


negotiating with 
willing 
return tor its four 
principal 


interest at the 


amount 
rate oft 
money is to be 
Both B 
into a covering 
they 


repaid 


within five years and C will re 


quire \ to 


throug! 


enter agreement, 
that 


operations will be 


vhicl may be assured 


\’s business and fiscal 
sound. The terms having 


vith either B or ¢ r 


been agreed upon 
both), 


separate 


\ prepares to 


execute (1) four each 
$500,000 and 


containing the 


mstruments, 
containing A’s 


) ’ 
.) a 1Oan 


promise to pay 
agreement cove 
nants and restrictions which give B or ¢ 


he assurances they desire Prior to the 


however, \ 


opinion o1 


closing, requests its attorneys 


to give an whether stamp taxes 


must be paid on the proposed obligations 


| he 


taxes on 


documentary 
this 
Revenue 


imposition OT stamp 
character 1s 


( ode 


obligations of 
found in Internal 
$311, which pre 


section 
rvides 


It is not intended to set limits on the uses 
for which the funds are sought While the 
contemplated needs are those which arise in the 
ordinary course of business, increasing working 


Documentary Stamp Taxes 


“There shall be imposed a tax on all cer- 
tificates of indebtedness 
poration at the 
$100 oT 


issued by a 
rate of 11 
value or 


cor- 
each 
thereof.” 


cents on 
tace Iraction 


Certificates of indebtedness are defined in 
Section 4381, as follows 


“(a) Indebtedness.—For 
purposes of the taxes imposed by sections 
4311 and 4331, the ‘certificates ol 
indebtedness’ means bonds and debentures; 
and includes all 
termed, issued by a 


Certificates ot 


term 


also instruments, however 


corporation with in- 
terest coupons or in registered form, known 


generally as 


corporate securities,” ? 


Since the instruments in do not 
have interest coupons and are not in regis 
tered form, it must be decided whether the 


arrangement 


question 


has resulted in a 


bond or a 
Whereas bonds and debentures 
are expressly 


debenture 
subject to the tax, notes have 
1924, when 
group ol 
ments to which the tax applied It 
decide whether A's 


“debentures,” 


not been taxable since 


they 


were eliminated from the instru 


is thus 
instru 
under 
whether they are nontaxable 
Nowhere in the Internal Revenue 
Code may there be found elaborations upon, 
or definitions of, Attor 
type of problem which 
must turn to the 


Code 4311 and 


1381 and to the decisions which have passed 


upon This 


necessary to 
“bonds” orf 
the statute, or 


ments are 


“notes.” 


these three terms 
face the 
is illustrated 


neys who 


here legis- 


lative history of 


Sections 


similar transactions paper 1s 
capital and/or inventories are selected as typical 
among many possible purposes 

Secs. 1800-1801 of the 1939 Code correspond 
to Secs. 4311 and 4381 of the 1954 Code 
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an attempt to analyze the history and the 
out the prominent 


taxability turns. 


decisions, and to point 


factors upon which 


Legislative History 
of Stamp Tax Provisions 


The 13, 1898, imposing a 
stamp instruments, adopted 
the which all subsequent 
stamp tax acts have retained.’ The act pro- 
vided that “there shall be levied, collected 
and paid, for and in respect of the several 
debentures, or certificates of stock and 


Act of 
tax 


June 
on certain 


basic structure 


bonds, 
of indebtedness, and other documents, in- 
struments, and things mentioned 
Schedule A of this Act” 
the taxes imposed by said schedule.* Sched- 
A of the act provided, in paragraph 1, 
a tax on all bonds, debentures or cer- 


matters, 
and described in 
ule 
tor 
tificates of indebtedness and on each origi 
nal issue of certificates of stock.’ In para- 
all 


cer- 


graph 4, a tax was 


“Bills ot 
tificates of deposit drawing interest, or order 


imposed 
(inland), 


upon 
exchange drafts, 
for the payment of any sum of money, other- 
on demand, or 

bank 


each renewal of the 


wise than at sight or any 


promissory note except notes issued 


lor 


circulation, and for 


Salnie 

The tax on the instruments in paragraph | 
each $100, and 
on those in paragraph 4, two cents for each 
$100." 


amounted to five cents for 


In the Act of March yf 


debentures or 


1901," the tax on 


bonds, certificates of indebted- 

*30 Stat. 448 (1898) For earlier acts im- 
posing stamp taxes on miscellaneous documents, 
see Act of July 1, 1862 (12 Stat. 479). Act of 
March 3, 1863 (12 Stat. 720); Act of June 20, 
1864 (13 Stat. 291): Act of March 3, 1865 (13 
Stat. 469): Act of July 13, 1866 (14 Stat. 141): 
Act of June 23, 1874 (18 Stat. 250 (Pt. 3)). The 
Act of June 6, 1872, repealed stamp taxes on 
instruments except a tax of two cents on bank 
checks, drafts and orders That tax was, in 
turn, repealed by the Act of March 3, 1883 (22 
Stat. 448) 

* 30 Stat. 451 (1898) 

* 30 Stat. 458 (1898) 

"Note the judicial observation that promis- 
sory notes are listed in a different paragraph 
from the paragraph which lists bonds and de- 
bentures and are taxed at different rates (Niles- 
Bement-Pond Company v. Fitzpatrick, 54-1 ust 
§ 49,038, 213 F. (2d) 305, 307 (CA-2);: U. 8. vw 
Ely & Walker Dry Goods Company, 53-1 ust 
©9195, 201 F. (2d) 584, 586-587 (CA-8)) 

’ 31 Stat. 942 (1901) 

* 32 Stat. 96 (1902) 

’ 38 Stat. 745 (1914) 
as cited in 1939-1 CB 11 (Pt. 2), at p. 16, stating 
that the provisions of the proposed bill were 
largely a re-enactment of certain of the stamp 
tax sections of the War Revenue Act of June 
13, 1898 
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See H 


Rept. 1163 (1914), 


August, 


ness was retained and, in Schedule A, the 
tax was also retained on bills of exchange, 
drafts and orders. Promissory notes were 
dropped from Schedule A in this act. The 
Act of April 12, 1902," repealed al/ stamp 
taxes. There for 
stamp tax liability incident to any instru- 
ments until the Act of October 22, 1914, 
which re-enacted the stamp tax provisions 
in essentially the same form as the Act of 
June 13, 1898. Paragraph 1 of Schedule A 
imposed the tax on bonds, debentures and 
certificates of indebtedness, and paragraph 4 
imposed it on promissory notes.” As be 
fore, the tax was at the rate of five cents 
per $100 for the instruments in paragraph 1 
and two cents per $100 for those in para- 
graph 4. The Act of September 8, 1916, 
again repealed the stamp tax provisions.” 
The War Revenue Act of October 5, 1917,” 
re-enacted the provisions of the Act of 1914, 
imposing the tax. The same dichotomy was 
retained, as Schedule A,” paragraph 1 (to 
which reference was made by the section 
imposing the tax), affixed the tax on bonds, 
debentures or 
while 


were then no provisions 


indebtedness, 
the tax on 
promissory notes, and again at lower rates. 


certificates of 
paragraph 6 imposed 


The stamp tax provisions remained sub- 
stantially the same”™ until the j 
the act of 1924. The story of 
and pertinent surrounding 
merit our attention at this 
final form,” it retained the 
initiated the Revenue 
Section levied a 
or 


passage of 
its passage 
circumstances 
point In 
basic pattern 
Act of 1898. 
against “bonds, 
stock and of 


its 


by 
800 
debentures 


tax 
certificates of 


” 38 Stat. 759 (1914) 

"39 Stat. 756 (1916) Note the difference in 
the Congressional thinking on notes as opposed 
to other instruments. In S. Rept. 793 (1916), 
as cited in 1939-1 CB 32 (Pt. 2), the Senate 
Finance Committee amended the House bill by 
adding to it ‘some of the least objectionable 
documentary stamp taxes’’ (listing bonds, de- 
bentures and certificates of stock). While this 
amendment was retained in the Conference 
Committee recommendations (H. Rept. 1200, as 
cited in 1939-1 CB 32-42 (Pt. 2)) it was not 
retained in the act as passed, and the tax on 
all instruments was eliminated. 

12 40 Stat. 300 (1917). 

%40 Stat. 300, 321, 323 Promissory notes 
were grouped with ‘‘drafts or checks payable 
otherwise than at sight or on demand ". 

™ With the significant exception of the Act of 
1919, which added the phrase ‘‘and all instru- 
ments however termed, issued by any corpora- 
tion with interest coupons or in registered form 
known generally as corporate securities’’ (40 
Stat. 1135). See the discussion of the case law 
interpreting this phrase in Abel, ‘‘Known Gen- 
erally as Corporate Securities,'’ 50 West Vir- 
ginia Law Quarterly 17-34 (1946) 

% 43 Stat. 253 (1924). 
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indebtedness, and other documents, imstru- 
ments, matters and things mentioned and 
described in Schedule A = 


Schedule A provided 
‘Bonds of indebtedness: on all bonds, 
certificates of indebtedness 
issued by any person, and all instruments, 
however termed, issued by any corporation 
with interest coupons or in registered form, 


debentures, or 


known generally as corporate securities, on 

each $100.00 of face value or fraction there- 
of, 5 cents “if 

W hile field 

have sought to squeeze some Congressional 

intent out of the floor 
S 


‘a study of these materials 


some of the opinions in the 


committee reports, 
discussions, etc 
fails to disclose any conclusive evidence of 
the intent behind the 
tax on notes from this revenue act.” 


elimination of the 
Dur- 
ing a Republican administration, Secretary 
of the Treasury Mellon attempted the spon- 
sorship of a revenue act which would give 
substantial tax relief.” In the Republican- 
controlled Sixty-eighth Congress, a Demo 
crat, Representative Garner (Texas), made 
a series of remarks on the floor which have 
been emphasized distorted) by 


urging that the repeal of the tax on prom 


(and those 


issory notes was intended only to benefit 
individuals as 
Further 


opposed to 
discussions on the floor, however, 


indicate that there 


was a Congressional 
* 43 Stat. 331 (1924) 
' General Motors Acceptance Corporation v 
Higgins, 47-1 wustc 9252, 161 F. (2d) 593 
(CCA-2), cert. den., 332 U. S. 810 (1947): U. 8 
v. Ely & Walker Dry Goods Company, cited at 
footnote 6: Niles-Bement Pond Company v. Fitz- 
patrick, 53-1 ustc { 9385, 112 F. Supp. 132 (DC 
Conn.); Shamrock Oil & Gas Company v. Camp- 
bell, 53-1 uste $9110, 107 F. Supp. 764 (DC 
Tex., 1952); and Commercial Credit Company v 
Hofferbert, 50-2 ustc § 9485, 93 F. Supp. 562 
(DC Md.) 

* See Niles-Bement-Pond Company v 
patrick, cited at footnote 6, at p. 309, 
these debates ‘‘wholly inconclusive.’ 

“See Niles-Bement-Pond Company v. 
patrick, cited at footnote 17, at p. 135 


*” See 65 Congressional Record 2432-2438 (1924). 
Mr. Garner was minority leader of the Ways 
and Means Committee. He complained of ‘‘re- 
pealing the taxes on bowle knives and dirks and 
daggers and sling shots before you repeal the 
taxes of the poor man who gives a note in his 
distress to borrow money " This state- 
ment appears in the midst of a long attack on 
the majority's having removed excise taxes on 
articles manufactured in the East. To take the 
statement out of context as an indication that 
he singled out individuals’ notes for relief from 
the War Stamp Tax is a distortion in view of 
his further statement “IT am against all these 
war taxes si 


Fitz- 
finding 


Fitz- 


Documentary Stamp Taxes 


corporations.” 


awareness that the repeal of the tax on 
promissory notes would afford considerable 
relief to corporations borrowing large sums, 
as well as to the individuals.” The House 
bill* repealed the stamp tax on promissory 
notes, but the Senate amended the bill to 
restore the tax.” The report from the com 
mittee of conference™ contained no men- 
tion of the stamp taxes on promissory 
notes, and the act, as finally passed, elimi 
nated the tax on notes.” 


It is not believed 
the passage of the 


that the history of 
Revenue Act of 1924 
discloses a Congressional intent either to 
define or to concept of the 
which the tax 
discussion there 
obligors ot 


confine the 
note 
repealed. In the 
found 
character, as 


promissory upon was 
may be 
various 
differ 
intention ol 
The 
justifiable conclusion from a study of 
the legislation through the 1924 act is that 
Congress, from the inception of the docu- 
mentary tax, 


reterences to 
well as 
ent length, but no 
any 
only 


maturities of 
definitive 


narrow category is disclosed.” 


stamp considered the instru- 


ments described as “promissory notes” to 


be separate and distinct from those described 
as “bonds, debentures and certificates of 
In its repeal of the former, 


created a_ situation 


indebtedness.” 


Congress calling for 


sharp lines of while 


offering 
nothing by way of definition or example to 


distinction, 


assist students of this legislation in drawing 
the distinction.” 


* See 65 Congressional Record 3277-3280 and, 
in particular, the recognition by Representative 
Green (lowa), chairman of the Ways and Means 


Committee, that corporations that borrow large 
sums pay the bulk of the tax, also for evidence 
that Congress had in mind not only the 30-60-90- 
day notes, but also obligations extending a 
number of years 

2H. R. 6715, 68th Cong., Ist 
see accompanying H. Rept 
in 1939-1 CB 241 (Pt. 2). 

*% See S. Rept. 398 (1924), as cited in 
CB 266, 295 (Pt. 2) 

* See H. Rept. 844 
CB 300 (Pt. 2). 

* 43 Stat. 253 (1924) 

* Indeed, the opinion in the 
Bement-Pond Company v. Fitzpatrick, cited at 
footnote 6, should silence further speculation 
on the meaning of the legislative history of the 
Revenue Act of 1924. See statements, at p. 309 
“The debates relating to the 1924 repeal are 
also wholly inconclusive."’ ‘‘And the Committee 
reports on the 1924 bill, which would be more 
persuasive on the issue of legislative intent, 
hardly mention the matter at all."’ 

* Before dismissing this as a colorless con- 
clusion, note that six of the recent opinions 
on the question of whether an instrument was a 
debenture or a note took occasion to draw posi- 
tive inferences one way or the other from the 
history of the 1924 repeal (that only short-term 


(Continued on following page) 
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Sess. (1924); 
179 (1924), as cited 


1939-1 
(1924), 


as cited in 1939-1 


case of Niles- 





There 
the 
»ections 


tained 


were no changes in 


1924 
Ce ride 


Significant 


Stamp tax 


provisions alter and 


1800-1801 of the 1939 
the same provisions as 
the Revenue Act of 1924. The provisions 
of the 1939 Code were unchanged until the 
Fighty-third 


revisions oft 


con 
essentially 


Congress made 
the 
resulting in the 
4381 are 

1954 


above 


extensive re- 
entire revenue 
1954 Code 
the 


structure, 
Sections 4311 


and corresponding 


sections 
in the 
forth 


as the 


Code, and they have been set 
They are essentially the same 
former sections. Indeed, the reports 
of the Committee on Ways and Means in 
the House of Representatives and the Com- 
mittee on Finance in the Senate both indi- 
that “no 


made] in the 


a 


cate substantive changes [were 


provisions of the 1939 Code 
The 


tures” 


the word “deben- 
in Section 4381 seems to be the most 
addition to the new sections. 
is no vitality left in the former argu- 
that all of 
phrases (“with interest coupons or in regis- 
and “known 
securities” ) 


semicolon after 
significant 
Phere 
ments some or the succeeding 
generally as cor- 
modify either 


tered form” 
a “bond” 


Apart from the minor 


porate 
or a “debenture.” 


and procedural changes, however, 
1954 Code left the 
documentary stamp 


the 


syntax 
the 


1or 


statutory provisions 


taxation in sub 
stantially that 


in 1924 


same form as assumed 


Decisions on Applicability 
of Stamp Tax Provisions 


for discussion 


Che point of departure any 


of the case law 


surrounding the documentary 


stamp tax provisions must be a considera 


General Motors Acce plance ( orpora 
Niles-Bement-Pond v 


tion oft 


tion v. Higgins™ and 


(Footnote 27 continued) 


notes in day-to-day commercial use were af 
fected) (General Motors Acceptance Corporation 
v. Higgins, cited at footnote 17, at p. 595 of 
opinion; Commercial Credit Company v. Hoffer- 
bert, cited at footnote 17, at p. 564 of opinion 
and Shamrock Oil & Gas Company v. Campbell, 
cited at footnote 17, at p. 765; (that relief was 
intended only for the poor individual) Niles- 
Bement-Pond Company v, Fitzpatrick, cited at 
footnote 17, a p. 136; (that it is impossible to 
conclude whom Congress intended primarily to 
benefit) Niles-Bement-Pond Company vw. Fitz- 
patrick, cited at footnote 6, at p. 309; (that 
Congress was aware that notes customarily had 
provisions for prepayment, acceleration of ma 
turity and restricting the borrower) U. 8. 1 
Kly & Walker Dry Goods Company, cited at 
footnote 6 (that had Congress foreseen the 
development of corporate financing by long- 
term placement loans, they would not have 
repealed the tax on promissory notes outright) 
[ 8S. v. Leslie Salt Company * 49.073 
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55-1 sT¢ 


August, 


Fitzpatrick.” In the G. M. A. ( 
corporation obtained $25 million from sev- 


case, a 


eral insurance companies and an investment 
banking house, issuing therefor 89 
This 
the directors 
notes to not more than “ten investors,” who 
should be required to state their intention 
to purchase for an investment account and 
not for distribution. The “notes” had steel 
engraved borders, were on tinted paper and 
displayed the They 
redeemable prior Payment ot 
the within tour 
and one-half years, and conclude five years 
from the execution Holders of 
the notes had the privilege of exchanging 
them for smaller denomina- 
tion. The Circuit Court of Appeals for the 
Second Circuit held the 
able Code 


“notes.” 
was pursuant to 


board of 


an authorization by 


for a “sale” of the 


corporate seal were 
to maturity 
was to 


notes commence 


date of 
obligations of 


to be tax 
1800-1801 


“notes” 


under Sections 


In the Niles case, a corporation obtained 
$3,125,000 from a bank with which the cor 
poration had a long-established relationship, 
in return for 29 “promissory 
no showing of any 
negotiation with 
The were 
white paper. The 
privilege of prepayment. 
within 


There 
authorization 


notes.” 


was for, 


nor regard to, 


a purchase 


and sale notes 


plain 


typewritten on 
had the 
was to 


obligor 
Payment 
15 days after execution 
the 
There was no privilege of exchang« 
obligations of smaller 
Circuit Court of 


commence 


and to continue throughout seven-yeal 
term 
for denomination 
The Appeals tor the Se« 
ond Circuit held the instruments to be non 
taxable. The principal distinction between 
the instant notes the 
the G. M. A. ( was in the ready 
marketability the latter had 
but the Since marketability 


was the “classic feature” of an 


and obligations in 
case 
feature which 
former did not 
“investment 
218 F 
S. Ct 

°s 


(2d) 91 
885 (1955) 
Rept. 1622, 83d Cong., 2d Sess 
p. 482; see also H. Rept. 13: 83d 
Sess. (1954), at p. A324. There were 
procedural changes in that interest is 
from the date liability for stamp taxes 
under Sec. 6601(c)(4) This appears to 
to the date on which the documents ars 
or transferred Under the 1939 Code 
did not run until the tax was assessed 
sections in the new Code dealing with 
for nonpayment, see Secs. 6653(a) 
and 727 

* This Congressional disposal of argu 
ments, however, came seven years after the 
Second Circuit Court of Appeals dismissed such 
arguments in General Motors Acceptance 
poration v. Higgins, cited at footnote 17, at pp 
596-597 of opinion 

” Cited at footnote 17 

" Cited at footnote 6 


(CA-9, 1954), cert. granted 

(1954), at 
Cong., 2d 
however 
imposed 
arises 
refer 
issued 
interest 
For 
penalties 
6653(e), 7201 


these 


Cor 


1955 @ 
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instrument” and since only investment ob- 
ligations fell within Section 1801, the Niles- 
Bement-Pond Company’s notes were non- 
taxable. 


Each of the two cases has many factors, 
all of which bear upon taxability. The sum- 
mary of the two 
basis of 


cases herein is on the 
the distinction drawn between the 
two in the Niles case 


other factors in 


There are, however, 
situations of the same 
character which have been emphasized by 
other courts. The most prominent of the 
factors in all of the cases-since the G. M. A. C. 
case must be examined. The question of 
taxability is decided only by knowledge as 
to which of the many factors, in a financing 
of this nature, leads the courts to 
stamp tax liability and which 
present but not decisive (of taxability). 
key phrase to apply to a 
situation, no one or two factors which will 
determine the either way. The 
must be a tabulation of what the 
courts think about each of the prominent 
elements 


assess 


may be 
There is no 


question 
analy sis 


Then a situation which contains too 
many of the unfavorable should be 
considered as exposed to the tax liability. 


factors 


To define the problem more sharply, it 
must first be whether the ques- 
tioned transaction has resulted in the issu- 


decided 


ance of a bond which is specifically subject 
to the tax. While this not been a 
frequent subject of litigation,” an arrange 
ment of this 


mortgage or an 


has 


might well contain a 


indenture of 


sort 
trust 
leads the 


characterization as a 


or some 


other element which borrower's 


attorney to fear its 
The 


itself, be 


bond existence of a need 


feared as determining the 


mortgage 
not, by 


2The form of a bond and the formalities 
surrounding its issuance are apparently better 
known and more traditional, so that the issuer 
is generally resigned to paying the documentary 
stamp taxes without need of judicial direction 
See Regs. 71, Art. 12 (1932), in which the formal 
features of a bond were spelled out. 

* Allen v. Atlanta Metallic Casket Company, 
52-1 ustc { 9357, 197 F. (2d) 460 (CA-5); Belle- 
field Company v. Heiner, 1 ustc { 305, 25 F. (2d) 
560 (CCA-3, 1928): Blizzard, The Analysis of 
an Industrial Term Loan (American Bankers 
Association Library, 1939), p. 4; Dennon, ‘“‘Tax 
Aspects of Term Loans,’’ Proceedings of the New 
York University Seventh Annual Institute on 
Federal Taxation (1948), pp. 1217-1218. See also 
a letter, signed by Acting Commissioner Berk- 
shire, dated July 14, 1948, CCH Standard Fed- 
eral Tax Reports (1948 Ed.), Vol. 5, {% 6223, 
and Rev. Rul. 54-505, 1954 IRB, No. 45, at p. 37, 
holding a mortgage note issued by a corporation 
for a single indebtedness not subject to the 
documentary stamp tax. 

% See Niles-Bement-Pond Company v. Fitz- 
patrick, cited at footnote 6, at p. 310, contrast- 
ing the ‘‘prepayment’’ privilege of that case 
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status of a bond.” The presence of interest 
coupons, registration, authentication by the 
trustee, redemption prior to maturity “ and 
other features commonly associated with a 
bond should be avoided, however, if tax 
liability is a prominent consideration. Once 
assured that the obligations in 
will not be characterized as 
more difficult 
notes or 


question 
bonds, the 
characterization as either 
debentures remains. 


Are transaction and instruments arising 
therefrom tainted with investment charac- 
ter?—It is obviously inadequate to dis- 
tinguish between a note and a debenture by 
asserting, without further explanation, that 
the latter may be classed as an investment 
security, while the former may not. Un- 
fortunately, however, the decisions leave no 
other conclusion than that instruments taken 
by an “investor,” with the “present intention 
to hold them for investment purposes” have 
gone most of the way toward taxability.” 
The unfortunate aspect is not inherent in the 
courts’ using 
between the 


this as a 
two 


factor distinguishing 
types of instruments, but 
rather in their not having given us a defini 
tion of the investment purpose which is full 
enough to be useful in 
questioned arrangement 


its application to a 
Notwithstanding the 
lack of clarity with regard to the “invest- 
ment purpose” factor, taxpayers’ counsel 
have spared no efforts to convince the fed- 
eral tribunals that their particular arrange 
ments have not such a taint.” 


These efforts 
are understandable when it is observed that 
none of the cases in favor of the taxpayer 
contained a finding that the obligee ex- 
tended the investment 
On the hand, the major 


loan for 
other 


purposes. 


decisions 


with the ‘‘redemption'’ feature in the G. M 
A. C. debentures Compare, however, United 
Air Lines, Inc. v. U. 8., 55-1 uste § 49,088 (DC 
Ill.), finding that debentures customarily con- 
tain a penalty or premium for early redemption. 

* This concept was initiated in the G. M. A, C 
case, in which the board of directors had 
adopted a resolution providing for the ‘‘sale’’ 
of the instruments to a group of “‘investors’’ 
and in which the recipients of the instruments 
stated their intention to hold them for invest- 
ment purposes. This has been probably the 
most prominent factor in all subsequent deci- 
sions. See Niles-Bement-Pond Company v 
Fitzpatrick, cited at footnote 6, at p. 311; 
Gamble-Skogmo, Inc. v. Kelm, 53-1 uste { 9448, 
112 F. Supp. 872 (DC Minn.), footnote 6, p. 874 
referring to the distinction drawn in the case 
of U. 8. v. Ely & Walker Dry Goods Company, 
cited at footnote 6, with regard to the matter 
of investment. 


“For example, brief for appellant, pp. 9, 
17-20, Niles-Bement-Pond Company v, Fitzpat- 
rick, cited at footnote 6; brief for appellee, 
pp. 12, 16, Belden Manufacturing Company v 
Jarecki, 51-2 vstc 7 9485, 192 F. (2d) 211 (CA-7). 
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against the taxpayer in this field have found 
some factor frorn which to conclude that 
the transaction arose from an investment 
intention.” 

The group of investors who purchased 
the obligations in the G. M. A. C. case stated 
that it was their “then present intention 
fo hold them for investment purposes with- 
out transfer to others.”™ (Italics supplied.) 
The obligations held to be taxable. 
The intention not to transfer was thus 
associated with a group of other factors 
which pointed to an investment situation. 
It is submitted that an intention not to 
transfer the obligations is in no way equiva- 
lent to an investment 
defined 

While it is admittedly a loose character- 
ization, an investment purpose on the part 
of the recipient of the obligation must be 


were 


purpose, however 


considered a decisive element of taxability. 
[The same may not be said of the intention 
not to transfer the paper. The situations in 
five of the six cases won by the taxpayer 
in the courts of appeals since the G. M. A. ¢ 
case contained either non-negotiable instru- 
ments or the lender’s stated intention not 
to transfer,” while the other contained no 
finding either way.” 


G. M. A. C 


The reasoning in the 
case that the intention to hold 


Motors Acceptance Corporation v. 
Higgins, cited at footnote 17; Commercial Credit 
Company wv. Hofferbert, cited at footnote 17, 
aff'd per curiam, 51-1 { 9286, 188 F. (2d) 
574 (CA-4); Sharon Steel Corporation v. U. 8., 
{ 49,107 (DC Pa.); Knudsen Creamery 
Company of California v. U. 8., 54-2 
{ 49,047, 121 F. Supp. 860 (DC Calif.); General 
Motors Acceptance Corporation v. Higgins, 54-1 
ustc { 49,014, 120 F. Supp. 737 (DC N. Y., 1953); 
Stuyvesant Town Corporation v. U. 8., 531 ust« 
{ 9297, 111 F. Supp. 243 (Ct. Cls.), cert. den., 
346 U. S. 864 (1953); Gamble-Skogmo, Inc, v. 
Kelm, cited at footnote 35 

“Cited at footnote 17, at p. 596 of opinion 
For recent decisions involving related state- 
ments by the obligee, see Follansbee Steel Cor- 
poration v. U. 8., 55-1 ustce § 49,108 (DC Pa.), 
and Sharon Steel Corporation v, U. 8., cited at 
footnote 37 

“Curtis Publishing Company v 
19,065, 124 F. Supp 
55-1 ustre { 49,114, 220 F 
v. Leslie Salt Company, 
Niles-Bement-Pond Company v Fitzpatrick, 
cited at footnote 6; Allen v. Atlanta Metallic 
Casket Company, cited at footnote 33; Belden 
Manufacturing Company v. Jarecki, cited at 
footnote 36. See, however, the recent case of 
Follansbee Steel Corporation v. U. 8., cited at 
footnote 38, holding for the taxpayer in spite 
of an express finding that the instrument was 
negotiable. The case has been appealed to the 
United States Court of Appeals for the Third 
Circuit 

“U. 8. vw. Bly & Walker Dry Goods Company, 
cited at footnote 6 
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" General 


usT« 


55-1 users 


usT¢ 


Smith, 54-2 
508, aff'd per curiam, 
(2d) 748 (CA-3); U. 8 
cited at footnote 27; 


usTc ¢ 


August, 1955 °®@ 


the obligation imputes to the taker an in- 
vestment purpose not ordinarily present 
when a note is taken has been followed but 
once in an appellate court.“ Thus, the cases 
indicate that where a paper is purchased 
for an investment purpose, however defined, 
there is a strong likelihood that the courts 
will find it taxable as a debenture. A show- 
ing, however, that it was purchased without 
intention to transfer does not lead to the 
same likelihood.” The clearest authority 
for this proposition is the Belden case,” 
decided in favor of the taxpayer, in which 
there was a stated intention not to transfer 
the paper. Recognizing this distinction is 
of vital significance, as the note which a 
bank receives when it extends a “term 
loan” is generally taken without any inten- 
tion of resale.“ To equate this frame of 
mind with an investment purpose is to 
disregard accepted banking practice and, 
further, to ignore the decisions in favor ot 
the taxpayer where there is such an in- 
tention not to transfer. While the invest- 
ment purpose may be an attribute of a 
debenture which a note does not, or should 
not, not true that the inten- 
tion not to transfer is likewise attendant on 
the debenture and not on the note. There 
fore, the G. M. A. C. case equation of the 
two notwithstanding, these factors are not 


possess, it is 


" Commercial Credit Company v. Hofferbert, 
cited at footnote 17, aff'd per curiam, 51-1 ust 
* 9286, 188 F. (2d) 574 (CA-4). See also Sharon 
Steel Corporation v. U. 8., cited at footnote 37, 
finding taxable an instrument stated to be taken 
“for investment and not with a view of sale 


“Of course, if other factors point strongly 


enough toward taxability, the intention not to 
transfer will not be decisive. See Kobacker € 
Sons Company v. U. 8., 54-2 ustc { 49,067, 124 
F. Supp. 211 (DC Ohio); U. 8. v. General Shoe 
Corporation, 54-1 ustc { 49,019, 117 F. Supp. 668 
(DC Tenn., 1953). 

“ Belden Manufacturing Company v. Jarecki, 
cited at footnote 36. There, in a typical bank- 
ing situation, The First National Bank of Chi- 
cago received a note in return for the extension 
of a ‘‘term loan.’’ The bank stated that it had 
no present intention of transferring the note 
This intention is typical of that of the bank 
which enters into such a transaction, since its 
primary purpose is to give service to a customer 
who would naturally be disturbed to find its 
obligation in the hands of a stranger transferee 


“See testimony of M. A. Brown, president 
of the Harris Trust and Savings Bank of Chi- 
cago, transcript of record, p. 39, Belden Manu- 
facturing Company v. Jarecki, cited at footnote 
36; see also Finding of Fact 19 in Curtis Pub- 
lishing Company v. Smith, cited at footnote 39, 
at p. 513, and Finding of Fact 14 in United 
Airlines, Inc. v. U. 8., cited at footnote 34, 
asserting that the convertibility feature is iden- 
tified with a debenture where such an instru- 
ment is issued in large denominations 
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only distinct but, further 
ones of the two 
It is submitted 
transfer 


fall into different 
categories here 
that the 
is properly 
which 


discussed. 
intention not to 
one of the bundle of 
factors characterize a note. 

Of course, any use or form which money 
takes could be considered an investment. 
The retention of currency, given certain 
assumptions on the part of the holder, could 
be considered to be for 
Perhaps the 
volved in 


investment 
principal factor in 
with money is the ex- 
Naturally, a bank or 
an individual who lends money and receives 
a note 


pur- 
pt S¢ - 

) Ss 
parting 
pectation of a return. 


will expect a return in terms of dol- 
The may be at 
tributed to the investor who places an order 
with his broker or something 
can picture as the 
making of an investment. 


lars same expectation 


does else 
which we traditional 
If the stamp tax 
provisions are to mean anything, something 
has to distinguish the 
factors to 
from 


Are there any 
courts 


two. 
which the turned 
picture of 
a bond) 


picture of 


have 


which the traditional 


one 


investing in a debenture (or 


may 


be distinguished from the one 


receiving a “note” in return for the loan 


of money? 


There is some support, and much logic, 


for the assertion that the 


classic feature 


* Holding currency because it is thought that 


on a given date, for example, ten years from 
now, a dollar will be worth more in terms of 
its purchasing power than the value today of 
a dollar ten years from now discounted at the 
going rate of return may be said to be holding 
currency as an investment 

“See Niles-Bement-Pond Company v 
patrick, cited at footnote 6, at p. 311: 
classic feature demanded of an 
strument is ready marketability, and that is 
what the GMAC notes had, and what the 
Niles-Bement notes did not have."’ 

*“ Rev. Stats., Secs. 5136, 5200 (1875), 12 USCA 
Secs. 24, 84 (1946). The regulatidns which have 
been issued by the Comptroller of Currency 
state 


Fitz- 
‘But the 
investment in 


“An obligation of indebtedness ne ae 
order to come within the classification of ‘in- 
vestment securities must be a market- 
able obligation, |. e., it must be salable under 
ordinary circumstances with reasonable prompt- 
ness at a fair value; and with respect to the 
particular security, there must be present one 
or more of the following characteristics 


(1) A public distribution of the securities 
must have been provided for or made in a 


manner to protect or insure the marketability 
of the issue; or, 


(2) Other existing securities of the obligor 
must have such a public distribution as to pro 
tect or insure the marketability of the issue 
under consideration 12 CFR Sec, 1.1 
(1949) 


“To the contrary however, see 


Note, 54 
Columbia Law Review 428, 431, 


where the mar- 
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of the traditional investment security (which 
clearly includes debentures) is its ready 
marketability.“ Indeed, the National Bank 
Act distinguishes the instruments evidencing 
term bank loans from those qualifying as 
“investment this basis.“ While 
notes, either of the 30-60-90 day type or of 
the more 


securities” on 
recent “term loan” type, may be 
transferred, it is not likely that the obligee, 
especially in the latter situation, has nearly 
the interest in being able to dispose of the 
paper as does the purchaser of the tradi- 
tional investment security. Again, the two 
situations are not mutually exclusive and 
it is that many their 
sense, have no desire but to 
hold until maturity, death, etc. Neverthe 
less, the universally practicable test 
whether an 


certain who “invest” 


funds, in any 


most 


instrument is 
“investment” point of view, 


for determining 
taken with an 
as opposed to any other, is whether or not 
it has ready marketability.” 


Unfortunately, it does not 


follow that, 
decisions, ready marketability is 
equivalent to an 


under the 
“investment” which is 
debenture o1 taxable 
The lack of negotiability is 
found in cases holding the instruments tax 


holding 
marketability” 


equivalent to a some 


instrument.” 


well as in those 


Were the “ready 


able, as 
not ” 


they are 
test 


ketability factor is rejected “‘in view of the 
common provision for converting the notes into 
marketable instruments.’' It is not believed 
that this conversion feature is found frequently 
enough to be called ‘‘common'’ and, when 
found, it is usually in a situation which results 
in a taxable instrument. (For example, Sharon 
Steel Corporation v. U. 8., cited at footnote 37, 
and Kobacker & Sons Company v. U. 8., cited 
at footnote 42. See also Finding of Fact 14 in 
United Airlines, Inc, v. U. 8., cited at footnote 
3A, asserting the convertibility feature to be one 
identified with a debenture where such an in- 
strument is issued in large denominations.) 


” The writer is of the opinion that, quite 
rightly, the courts will eventually adopt such 
reasoning, however. See Bijou Theatrical En- 
terprise Company v Menninger, 55-1 usT¢ 
{ 49,083, 127 F. Supp. 16 (DC Mich., 1954) and 
Motor Finance Corporation v, U. 8., 54-2 uste 
{ 49,057 (DC N. J.), holding for the taxpayers 
primarily because the instruments in question 
lacked ready marketability and were, thus, 
controlled by the Niles case. An appeal in the 
Bijou case is pending before the United States 
Court of Appeals for the Sixth Circuit 


“In favor of taxpayer: U. 8. v. Leslie Salt 
Company, cited at footnote 27; Belden Manufac- 
turing Company v. Jarecki, cited at footnote 
36; U. 8S. v. Ely & Walker Dry Goods Company, 
cited at footnote 6; and Allen v. Atlanta Metal 
lic Casket Company, cited at footnote 33. Cases 
against the taxpayer: General Motors Accep 
tance Corporation v. Higgins, cited at footnote 
17; Stuyvesant Town Corporation v. U. 8. and 
General Motors Acceptance Corporation v, Hig 
gins, cited at footnote 37 


611 





the final one in determining taxability (as 
opposed to the “investment purpose”), all 
lack of negotiability 
would impose the tax Again, it is sub- 
mitted that this due to the 
unfortunate equivalence of the investment 
purpose and the intent not to transfer to 
which the G. M. A. C. case referred. It 
is significant, that the taxpayer 
where a positive in- 
tention to transfer or resell has been shown. 

When an non- 
taxable, depending upon which of two words 
better describes it, the province of the courts 
and writers is to give the 
ingful interpretation 
in definition 


decisions finding a 


contusion 15s 


however, 


has never succeeded 


instrument is taxable or 


words a 
Both in usage 
considerable 


mean- 

and 
over- 
lapping between the two terms, and almost 
anything 


there 1s 


that can be said about one could 
said about the other. To a certain 


extent, any time currency voluntarily leaves 


also be 


the hands of its owner a return is expected. 
If paper is pur- 
have 
most 
that the 
possible, 


taken for an 
primarily, it 
taken 
favorable 


investment 
might be 
largely because it is the 
return on the 


pose said to 
been 
money 
owner can obtain It is quite 
a different and more 
contemplated 
The 


that of 


however, that there ts 
important purpose 
extended.” 


when a 


loan is lendor’s purpose 


might well be giving service to a 


customer (for example, a depositor) who ex 
that 


of giving assistance to one whom the assist- 


pects, or even requires, such service or 


ing party desires to aid. So, assuming that 
the effect of the 1924 repeal was to retain 


the tax on all which 


investment Securities 
are bought and sold,” 
attend to the 


which something else 


the courts might well 


purpose ™ and situation out of 


, that is, a loan, arises 

*" We contrast here a loan situation, in which 
a note is issued and which is exempt by the 1924 
repeal, and the investment situation in which 
a bond or debenture is issued and which is sub 
ject to the tax 

* This is the effect which the G. M. A. C 
has been given See the statement in 
Bement-Pond Company v. Fitzpatrick, 
footnote 6, at p. 311 

‘And all the cases which have considered the 
matter appear to have read the GMAC case 
as we do, as holding that only those instruments 
having the characteristics of an investment se- 
curity fall within the terms of Section 1801."’ 

“See Kronemyer, ‘‘The Stamp Tax Contro 
versy and Commercial Bank Term Loans,"’ 32 
TAXES 831, 842 (October, 1954), in which the 
author suggests that the intention of the lender 
and the needs of the borrower should be con- 
sidered in classifying instruments as taxable 
debentures or nontaxable promissory notes 
However, see note cited at footnote 48, in 
which it is urged that the lender's motive is not 
a helpful guide in determining taxability Ac 
cord: 8S. 8. Pierce Company v. U. 8., 55-1 ust 
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case 
Niles- 
cited at 


August, 


1955 


An “investment” has a twofold signifi- 
cance, apart from the expected return. The 
ultimate recipient of the cash exchanged 
for a particular paper (considering its issu- 
ance and not subsequent trading) takes it 
for the purpose of acquiring property to be 
held for permanent use or income.“ The 
supplier of the cash expects to take paper 
(excluding any type of equity paper) which 
he may hold to maturity, retirement, etc., 
but which he will be able to market at any 
time in the interim if he so desires.” 


Perhaps the most important contribution 
of the decision in the case of Niles-Bement 
Pond Company v. Fitzpatrick™ is the 
fication of the principal factor 
distinguishes taxable instruments 
which are not. As noted above, it holds 
that the classic feature of the investment 
instrument is said to be its ready market- 
ability.” Other characteristics may be ascribed, 
such as the permanence of the use of the 
funds involved, but almost all will be 
equally applicable to a note. In addition, 
the intention not to transfer, linked in the 
G. M. A. C. case with the investment pur- 
pose, should be recognized as the extreme 
opposite of the intention to have ready 
marketability. If an intention not to trans- 
fer (or not to have the instruments negotia 
ble) is to any significance, it should 
be that of tending to show that the holder 
of the paper requires marketability 
than is ordinarily associated with an invest- 
ment security 


clari- 
which 


from those 


have 


less 


Exchange for obligations of smaller de- 
nomination.—It is perhaps fair to character 
ize the debenture as one of a great number 
of instruments issued simultaneously, The 
prototype of the given in 


1 49,086, 127 F 


note which is 


Supp. 396 (DC Mass 
The taxpayer has appealed to the United States 
Court of Appeals for the First Circuit 

* Crowell, Dictionary of Business and F inanc- 
ing (1923), p. 280 


1954) 


*” While it is easy to suppose an exceptional 
situation in which funds are supplied for perma- 
nent use with the evidence of the debt being 
clearly a note or something other than an in- 
vestment security, it is difficult to carry through 
with the exception and suppose that the recip- 
jent of the paper clearly not an investment 
fulfills the other of the twotold tests—that he 
will expect it to be marketable. For example, 
I might give my brother a note, written on 
scratch paper, in return for a huge sum with 
which I expect to purchase property for per- 
manent use, but he would not expect to be able 
to market it 

” Cited at footnote 6 

*See Bijou Theatrical Enterprise Company 1 
Menninger and Motor Finance 
U. 8., cited at footnote 49 
sions of this interpretation 


Corporation 1 
for judicial expres- 
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return for a loan is, on the contrary, singu- 
lar in its tssue.™ This, of course, reflects 
the above discussion of marketability as a 
primary attribute of the investment security 
of which a debenture is an example. While 
the presence of more than one note is not 
decisive as to whether or not the 
ment has an “investment” nature (and 
assuming this means a consequent likeli- 
hood of taxability), the borrower’s promise 
to exchange instruments of smaller, and 
standard, denominations, may well 
indicate an intention of the taker to obtain 
instruments having the advantage of market- 
ability. 


instru- 


more 


None of 
payer 


the 
included 


the tax- 
agreement on the 
part of the borrower, while several of the 
decisions holding against the taxpayer pointed 
The 
thus be recog- 
nized as one of the strongest factors which 
point toward stamp tax liability. The issu- 
ance of one or two large instruments which 
may be broken into 
may be counted lead the 
find that the lender, etc., has 
arranged to receive marketable obligations. 


cases in favor of 


such an 


; ae. 
to this factor as being quite decisive. 


privilege of exchange must 


those of smaller face 


value upon to 


courts to 


Character of obligee.—The 
borrower 
and 


prospective 
funds in the 
conditions 


who seeks amount 
the which we are 
presently considering usually negotiates with 


a bank or an insurance company. 


under 


There is 
no reason why either type of institution 
should be considered incapable of receiving, 
or less likely to receive, a “note” in 


The 


return 


for funds which it supplies chronol- 


* For example, the note 
Manufacturing Company v 
footnote 36: U. 8. v. Leslie Salt Company, cited 
at footnote 28; Allen v. Atlanta Metallic Casket 
Company, cited at footnote 33; Follansbee Steel 
Corporation 1% U. 8., cited at footnote 39; 
United Airlines, Inc. v. U. 8., cited at footnote 
34: Bijou Theatrical Enterprise Company 1% 
Menninger, cited at footnote 49; but cf. Belle- 
field Company v. Heiner, cited at footnote 33; 
U. 8S. v. Ely & Walker Dry Goods Company, and 
Niles-Bement-Pond 
cited at footnote 6 
Company v 
While the 
obviously 


issued in Belden 
Jarecki, cited at 


Company v 
and Shamrock Oil and Gas 

Campbell, cited at footnote 17 
number of instruments in question 
is not determinative of its taxability 
conceptually 
a note 


Fitzpatrick, 


the classic situation giving rise to 
involves but one instrument 

* Commercial Credit Company v. Hofferbert, 
cited at footnote 17, aff'd per curiam, 51-1 ust« 
{ 9286, 188 F. (2d) 574 (CA-4); Sharon Steel 
Corporation v. U. 8., Knudsen Creamery Com- 
pany of California v. U. 8., cited at footnote 37 
Kobacker & Company v. U. 8., cited at 
footnote 42; Gamble-Skogmo, Inc Kelm, 
cited at footnote 35 


Sons 
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ogy oft 
the law 
sumption 


appellate decisions in this area of 
has unfortunately led to a pre 
the insurance company 
which lasted until a denunciation by the 
United States Court of Appeals for the 
Ninth Circuit, in December of 1954." Until 
this time it was thought that the commer- 
cial bank was the logical place to obtain 
a loan, as opposed to the placement of an 
issue of debentures 


against 


The long-established 
customer relationship; the desire to provide 
commercial banking service over and possi- 


bly above the desire to secure a good re- 
turn; and the intrabank 
investment 

three 


separation ot 


lending and 


functions 
which decided in 
favor of taxpayers who dealt with banks.” 
The borrower who dealt with the insurance 
company, on the other hand, assumed the 


onus of dispelling a judicial presumption 
that what was 


placement” was clearly 


While the Leslie Salt may be an 
indication that the analysis of a transaction 


were 


noted in circuits 


involved 
which 


was a “private 


taxable 


case 


will go beyond the business characteristics 
of the lender, still danger of a 
greater exposure in dealing with insurance 
companies 
the 
tions of 


there is 


This is especially true where 


borrower agrees to 


exchange obliga 
denominations for the 


ones originally 


smaller 
large issued.” There is 
certainly room for argument that a transac 
tion is the “investment” 
marketable 
hands of 
the return on 


holds. Hf, 


closer to nature 
when potentially 
put in the 


concern 158 


Securities are 


one whose 


primary 


any instrument 


which it however, an insurance 


oU. 8. v. 


Leslie Salt Company, cited at foot 
note 27. 


For an earlier, and much overlooked 
holding that a note given to an insurance 
company was not taxable, see Allen v, Atlanta 
Metallic Casket Company, cited at footnote 33 


*! Niles-Bement-Pond Company wv, Fitzpatrick 
and U. 8. v. Ely & Walker Dry Goods Company, 
cited at footnote 6; Belden Manufacturing Com- 
pany v. Jarecki, cited at footnote 36 

@ Sharon Steel Corporation v. U. 8 
footnote 37; Kobacker & Sons Company v. U. 8., 
cited at footnote 42. Compare Motor Finance 
Corporation v. U. 8., cited at footnote 49, hold- 
ing nontaxable three notes given an insurance 
company in addition to another given a bank 
The opinion did not show any provisions re- 


garding exchange for obligations of smaller 
denomination 


, cited at 


Other cases against the taxpayer who gives an 
insurance company exchangeable obligations 
are General Motors Acceptance Corporation v 
Higgins, cited at footnote 17 
Company v. Hofferbert, 
aff'd per curiam, 51-1 
574 (CA-4) Knudsen 
California v. U. 8 
Skogmo, Inc. v. 


Commercial Credit 
cited at footnote 17 
{ 9286, 188 F. (2d) 
Creamery Company of 
, cited at footnote 37; Gamble- 
Kelm, cited at footnote 35 


ust 
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coripany can be persuaded to take a single 
note with no exchange privileges, there ap- 
pears to be no why its 
lead to 


business 
stamp tax 


reason 

should 

liability on the note 
The 


has 


characteristics 


Supreme Court of the United States 
certiorari in the Leslie Salt 
heretofore did not 
any of its unsuc- 
cessful cases, all but one of which involved 
bank 
that the government is attempting to draw 
a line banks 
decision 


1955. 


granted 
The 


for certiorari in 


case government 


petition 


transactions. A possible inference is 


between 
The 


term, 


and insurance com- 


panies forthcoming in the 
October 


settle the 


may be expected to 


question of whether there is 


greater exposure in 


financing through in 


surance Companies 


Method of repayment.—Turning to the 
intentions of the borrower, as they are ob- 
jectively manifest in the terms of the trans- 
action, the f 
the debt 
assumption 1s 


amortization of 
should be The 
that a true loan, evidenced 
by a note, will be repaid from profits or 
liquidation of assets in the normal 
of business operations over a more or less 
extended period of time.” 

The 


traditional 


provisions lor 


analyzed. basic 


course 


bonds, debentures or other 
investment securities, on the 
other hand, usually bespeaks an intention 
to repay after the period of time 
and after the additional 
capital, or capital equipment, has resulted 
in the returns expected, A rigid amortiza- 
tion schedule, commencing fairly soon after 
execution of the 


sale of 


has 


elapsed use of 


loan, is theoretically in- 


consistent, as it may hamper the capital 


formation upon which the return is predi- 


cated. Thus, the money is to be used for 

" See Reiter 
(American 
pp. 2, 4 

* Cited at footnote 6 

* Curtis Publishing Company v. Smith, cited 
at footnote 39, wherein quarterly payments com- 
menced less than two years from execution; 
I 8S. vw. Bly & Walker Dry Goods Company, 
cited at footnote 6, wherein annual payments 
commenced one year after execution; Belden 
Manufacturing Company v. Jarecki, cited at foot- 
note 36, wherein payments commenced one year 
after execution. See also Bellefield Company v. 
Heiner, cited at footnote 33 

” United Airlines, Inc. v. U, 
note 34; Bijou Theatrical Enterprise Company 
v. Menninger, cited at footnote 49 

“ General Motors Acceptance Corporation v. 
Higgins, cited at footnote 17 

*® An even sharper contrast may be drawn 
with the cases of Commercial Credit Company 
v. Hofferbert, cited at footnote 17, aff'd per 
curiam, 51-1 uste 1 9286, 188 F. (2d) 574 (CA-4) 
and Kobacker & Sona Company v. U. 8., cited 
at footnote 42, in which a corporate obligor 
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a period of time during which the borrower 
is not to be harassed by requirements for 
repayment, and at the end of which the 
money is to be repaid through sale of 
assets, funds built up by reserves, etc. 
The Niles-Bement-Pond Company case,” in 
favor of the taxpayer, is the most extreme 
example of a rigid amortization schedule, 
payments there commencing 15 days after 
execution and continuing quarterly through- 
out the term. There have been a number 
of cases decided in favor of taxpayers who 
commenced repayment within two years 
after execution of the loan,” and two recent 
district court initial 
months of 


decisions where the 
due 
closing.” A 


between 


payments within six 
the date of 
is drawn 

G. M. A. 
not to 


loan was extended.” 


While it is not that the exact 
uses and purposes for which the funds were 
obtained should be a major factor in decid 
ing whether the 
debentures,” the 
important 
amortization 


were 
sharp contrast 
and the 
in which payments were 


until 4% years after the 


these decisions 
case“ 


commence 


believed 


obligations are 
terms of repayment are 
Obligations with provisions for 

suggest that the 
has the character of a loan.” 


notes ofr 


transaction 
The satisfac- 
tion of an obligation through periodic re- 
payment accompanied, often, by a schedule 
of different rates of interest is a method 
sometimes used to pay debentures and 
other investment securities before the final 
maturity. Generally, however, the rigidity 
of the amortization schedule deprives the 
borrower of the unrestricted 
funds which is 
issuance of 


use of the 


normally sought in the 


bonds, debentures, and other 


investment securities. 


promised to pay an insurance company obligee 


the entire sum 15 years from the date of issue 
See also Sharon Steel Corporation v. U. 8., 
cited at footnote 37. But see Motor Finance Cor- 
poration v. U. 8., cited at footnote 49, holding 
nontaxable four notes, the principal of which 
was to be repaid five and eight years from 
issue The opinion grounded the case solely 
upon the ready marketability of the notes 

*” For statements of the broad and various 
uses for which bank loans are made, see Reiter, 
work cited, p. 42. See also an article published 
by Gaylord A. Freeman, attorney for The First 
National Bank of Chicago, ‘‘The Federal Stamp 
Tax on the Issue of Corporate Bonds, etc. Is 
Not Applicable to ‘Term Loans’ Made by Com- 
mercial Banks,"’ pp. 53-55 (1948) 

See Albert Wagenfuehr, Term Loans by 
Commercial Banks (American Bankers Associ- 
ation Library, 1940), p. 11, defining a bank term 
loan as ‘‘a credit extended to a commercial or 
industrial enterprise with a final maturity of 
one year or more, carrying with it a definite 
program of amortization.’’ 
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Period of time during which obligation 
is outstanding.—Prominent among the ar- 
guments advanced in favor of taxing ar- 
rangements under consideration is that 
which points to the length of the term in- 
volved. An obligation which extends for 
longer than 90 ays, once the common term 
of a bank loan,” is said to be clearly in- 
curred for purposes of capital formation 
and, therefore, not of the type which Con- 
gress contemplated in its 1924 repeal of 
the tax on “promissory notes.” While a 
long life of the obligation involved may 
not be in itself conclusive against the tax- 
payer,” the courts retain enough of the 
original thinking on the traditionally short 
terms of true loans that a very long life 
may be said to militate in favor of tax- 
ability.* Unfortunately, this factor not be- 
ing alone decisive, no time line may be 
drawn for the benefit of those desiring to 
style their transaction to insure nontaxa- 
bility.” It is nevertheless important not to 
risk the invocation of the early judicial 
and financial predilection against loans of 
longer duration. If business reasons dictate 
a long life of the over-all obligation, the 
transaction should, if possible, provide for 
amortization of the debt in accordance with the 
principles suggested in the preceding section 


Amount of funds obtained.—It is impossi- 
ble to suggest a prescribed size for the 
obligations here involved, above which the 


™ See Freeman, work cited, at pp. 48 and 
following, for a discussion of the evolution of 
the ‘‘term loan’’ (of more than one year's dura- 
tion) out of the 30-60- or 90-day or six-month 
loan 

% See district court opinion in Niles-Bement- 
Pond Company v. Fitzpatrick, cited at footnote 
17, at p. 135; Shamrock Oil & Gas Company v 
Campbell, cited at footnote 17, at p. 765: brief 
for appellant, pp. 12-13, Belden Manufacturing 
Company v. Jarecki, cited at footnote 36; note 
cited at footnote 48, at p. 435 

™% See following cases wherein taxpayer pre- 
vailed with the respective term durations: U. 8 
v. Leslie Salt Company, cited at footnote 27 
15 years; Niles-Bement-Pond Company v. Fitz- 
patrick, cited at footnote 6—seven years: U. 8 
v. Ely & Walker Dry Goods Company, cited at 
footnote 6—eight years; Belden Manufacturing 
Company v. Jarecki, cited at footnote 36—five 
years; United Airlines, Inc. v. U. 8., cited at 
footnote 34—five years; Motor Finance Corpora- 
tion v. U. 8., cited at footnote 49—five and eight 
years; Curtis Publishing Company v. Smith, 
cited at footnote 39—-something over three years 

‘See General Motors Acceptance Corporation 
v. Higgins, cited at footnote 37, in which instru- 
ments evidencing a five-year indebtedness were 
held taxable, but those for a two-year indebted- 
ness were not, ‘‘in view of the shorter term.” 
See also 8S. 8S. Pierce Company v. U. 8., cited 
at footnote 53, taxing a ten-year obligation, as 
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courts will determine taxability and below 
which they will not. As with the duration 
of obligations, so with their size: Courts 
seem to have a feeling that when extensive 
funds are obtained, the arrangement is one 
for obtaining investment capital and, hence, 
presume that the obligations are in the 
nature of investment securities. It is sig- 
nificant to note that the taxpayer has been 
able to prevail in a situation involving as 
much as $7,500,000.% The later decisions 
in the field have not stressed the size of 
the obligation™ and, within reasonable 
limits, it is not believed that this factor has as 
much significance as some of the others. 


Appearance of obligation.—In their ef- 
forts to find the attributes of investment 
securities—into which class promissory 
notes were not presumed to fall—the courts 
originally took considerable notice of the 
appearance of the obligation.” It was 
natural for the courts to be influenced by 
tinted paper, engraved and embossed with 
figures commonly found on stock certifi- 
cates. This being a pitfall which is easy 
to avoid, the courts, in the later cases, 
found themselves concerned with obliga- 
tions evidenced by instruments which were 
typewritten on plain, standard-size paper. 
It was then easy for courts disposed to 
hold against the taxpayer to assert that 
an investigation into the character of the 
obligation for stamp tax purposes will go 
far beneath the outward appearance of the 
well as Commercial Credit Company v. Hoffer- 
bert, cited at footnote 17, aff'd per curiam, 51-1 
ustc { 9286, 188 Fed. (2d) 574 (CA-4) and Ko- 
backer & Sons Company v. U. 8., cited at foot- 
note 42, each holding a 15-year obligation to be 
taxable 

The Treasury has ruled that one of the two 
most impogtant features which distinguish a 
note from a debenture is the length of the life 
of the obligation involved (Rev. Rul. 203, 1953-2 
CB 35) 

™ However, see Kronemyer, work cited, at p. 
835, to the effect that many tax practitioners 
have been advising that every term loan of less 
than one year’s duration is nontaxable and every 
loan for a longer term is taxable 

*U. 8. v. Bly & Walker Dry Goods Company, 
cited at footnote 6. See also the district court 
holding for the taxpayer in a $28 million finane- 
ing. United Airlines, Inc. v. U. 8., cited at foot- 
note 34. The government has appealed to the 
United States Court of Appeals for the Seventh 
Circuit 

™ See Curtis Publishing Company v. Smith, 
cited at footnote 39, wherein the court held that 
the two differences between the instant case and 
the Niles-Bement-Pond Company case, one of 
which was the great difference in amounts in- 
volved, did not require a different result 

™ General Motors Acceptance Corporation v 
Higgins, cited at footnote 17 
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paper which is issued.” On the other 
hand, courts which were disposed to hold 
questionable obligations to be “notes” 
rather than “debentures” usually noted 
their plain appearance.” The lesson to be 
drawn is obvious. 


Provisions for early redemption and/or 
accelerated maturity—Among the more 
common features of the bond, debenture 
or investment security are the provisions 
giving the obligor the privilege of redeem- 
ing the paper prior to its maturity upon 
payment of a stated premium, and those 
which provide for the acceleration of ma- 
turity upon default of the obligor. Indeed, 
several opinions have pointed to these pro- 
visions as features which distinguish a 
taxable debenture from the ordinary “note.” ™ 
On the other hand, the existence of such 
provisions is not always fatal,” and one 
opinion, holding for the taxpayer, expressly 
stated that such provisions were not de- 
cisive.” It is thus impossible to weigh the 
importance of these provisions, but their 
existence in four cases in which the courts 
of appeals have held for the taxpayer would 
not suggest that they need be studiously 
avoided.” 


Restrictions on borrower’s future opera- 
tions which are imposed in loan agree- 
ment.—The typical transaction which is 


a 


the present subject of inquiry involves the 
issuance of one Or more notes and a col- 
lateral agreement, sometimes called the 
“loan agreement.” The latter customarily 
sets forth extensive terms of the agreement 
between the parties,“ which vary in their 
number ™ and-which may be characterized 
as restrictions on the borrower’s business 
operations and its right to mortgage or 
pledge assets.” The needs for substantial 
amounts of working capital with which to 
finance contracts to furnish supplies for 
the government in World War II and the 
Korean conflict necessitated that loans be 
repaid over a longer period of time. It was 
impractical for the borrower to obtain the 
required financing on a short-term basis 
even with some understanding that suc- 
cessive renewals would be granted by the 
lender, and it was thus necessary to protect 
the lender by the borrower's 
covenants.” 


restrictive 
Perhaps the more important 
of these may be listed as provisions (1) 
requiring minimum working capital,” (2) 
against pledging or sale of assets, merger 
or alteration of the capital structure, (3) 
limiting payment of dividends and purchase 
of its own junior securities, (4) keeping 
the borrower’s property insured and free 
from liens, (5) prohibiting or limiting other 
borrowing, (6) limiting the amount of other 





” Gamble-Skogmo, Inc. v. Kelm, cited at foot- 
note 35; Stuyvesant Town Corporation v. U. 8., 
cited at footnote 37; Niles-Bement-Pond Com- 
pany v. Fitzpatrick, cited at footnote 17, rev'd, 
54-1 ustc { 49,038, 213 F. (2d) 305 (CA-2). 

“UU. 8. v. Leslie Salt Company, cited at foot- 
note 27; Niles-Bement-Pond Company v. Fitz- 
patrick, and U. 8. vw. Bly & Walker Dry Goods 
Company, cited at footnote 6; Allen v, Atlanta 
Metallic Casket Company, cited at footnote 33; 
Belden Manufacturing Company v. Jarecki, cited 
at footnote 36; Curtis Publishing Company v. 
Smith, cited at footnote 39; United Airlines, 
Inc. v. U. 8., cited at footnote 34; Bijou The- 
atrical Enterprise Company v. Menninger, cited 
at footnote 49. See, however, 8. 8. Pierce Com- 
pany v. U. 8., cited at footnote 53, holding the 
instrument in question to be a debenture if 
‘one disregards such seeming inconsequentials 
as the color of the paper and the substitution 
of typewriting for printing Bris 

" General Motors Acceptance Corporation v. 
Higgins, cited at footnote 17, at p. 595 of opin- 
jon; Commercial Credit Company v. Hofferbert, 
cited at footnote 17, at p. 563 of opinion, aff'd 
per curiam, 51-1 wustc { 9286, 188 F. (2d) 574 
(CA-4); General Motors Acceptance Corporation 
v. Higgins, cited at footnote 37, at p. 739; 
Niles-Bement-Pond Company v. Fitzpatrick, 
cited at footnote 17, at p. 133, rev'd, 54-1 ust 
{ 49,038, 213 F. (2d) 305 (CA-2) 

= Belden Manufacturing Company v. Jarecki, 
cited at footnote 36; United Airlines, Inc. v. 
U. 8., cited at footnote 34 

“=U. 8S. vw. Bly & Walker Dry Goods Company, 
cited at footnote 6 
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“In addition to the cases cited in the two 
preceding footnotes, prepayment provisions are 
found in the transactions considered in Niles- 
Bement-Pond v. Fitzpatrick, cited at footnote 6, 
and Curtis Publishing Company v. Smith, cited 
at footnote 39, both holding in favor of the 
taxpayer. 

® However, see U. 8. v. General Shoe Corpo- 
ration, cited at footnote 42, in which most of 
the terms and restrictions appeared in the notes 
rather than in the loan agreement. 


% See brief for appellant, p. 9, Niles-Bement- 
Pond Company v. Fitzpatrick, cited at footnote 
6, setting forth 17 provisions found in one or 
more of the four leading cases. 


% See Kronemyer, work cited, at p. 833. 


% See Niles-Bement-Pond Company v. Fitz- 
patrick, cited at footnote 17, at p. 134; Curtis 
Publishing Company v. Smith, cited at footnote 
39, at p. 512; and Kronemyer, work cited, at 
p. 832, outlining these trends. See also United 
Airlines, Inc. v. U. 8., cited at footnote 34, in- 
dicating that the protective requirements in the 
loan agreements for term loans are the same 
as the credit requirements insisted upon for 
loans of less than one year’s duration. 


” This is considered to provide some assurance 
that the sound business practices which the 
lender finds at the time of executing the loan 
(which include the maintenance of a certain 
minimum working capital) will continue in the 
future. It is not primarily for the purpose of 
insuring the availability of liquid assets to 
satisfy the debt. 
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long-term obligations and (7) restricting 
the right to guarantee obligations of others. 


The opinion in the G. M. A. C. case took 
note of the terms involved, including re- 
Strictions similar to those summarized 
above.” Fourteen months later the Com- 
missioner issued a ruling to the effect that 
the taxability of long term notes would 
be governed by the “circumstances” of 
their issue and “conditions” to which they 
were subject.” Six conditions, expressly 
not all-inclusive, were listed as being com- 
monly associated with “instruments falling 
in the class of corporate securities subject 
to documentary stamp taxation” under the 
G, M. A. C. case, namely, (1) provision for 
amortization, (2) requirement of specified 
minimum working capital, (3) prohibition 
against conveyance of assets, (4) prohibi 
tion against creating or assuming of other 
indebtedness, (5) provision for acceleration 
ot maturity or prepayment and (6) require- 
ment of furnishing obligee annual financial 
statements. 


Between the date of the above ruling and 
September 28, 1953, decisions were ren- 
dered on both sides of the question in sev 
eral circuits, Notwithstanding five decisions 
(three in the court of appeals) holding 
notes to be nontaxable despite restrictions 
of this nature, the Commissioner again 
ruled, on the latter date 


“In the application of sections 1800 and 
1801 of the Code it is the position of the 


”" General Motors Acceptance Corporation 1 
Higgins, cited at footnote 17, at pp. 595-596 
Also considered, of course, were the provisions 
for prepayment and/or accelerated maturity and 
for exchange for obligations of smaller denomi- 
nation, herein discussed as to their individual 
significance 

" Letter cited at footnote 33 

" Rev. Rul. 203, 1953-2 CB 345, 346 

“See Belden Manufacturing Company v. Ja- 
recki, cited at footnote 36, at p. 214 

And we see nothing so strange or unusual 
about the terms and conditions imposed by the 
bank for its protection which justifies the char- 
acterization of the note given as a debenture.”’ 

See also U. 8. v. Bly & Walker Dry Goods 
Company, cited at footnote 6; and Curtis Pub- 
lishing Company v. Smith, cited at footnote 39 
3ut cf. Sharon Steel Corporation v. U. 8., cited 
at footnote 37 

“For statements of the extensive usage of 
collateral agreements, in situations where a 
loan is executed and an instrument is used 
which the parties consider to be a note, see 
Freeman, work cited, at p. 62; Reiter, work 
cited, at pp. 61-62; and brief for appellees, p. 3, 
Belden Manufacturing Company v. Jarecki, 
cited at footnote 36 

*For the most recent cases in the field— 
decided on the grounds of the marketability of 
the notes, and the investment features of the 
arrangement and the circumstances of its ne- 
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Service that the two most important dis- 
tinguishing characteristics are: (1) de- 
bentures are issued for relatively long-terms, 
whereas promissory notes are issued for 
relatively short-terms:; and (2): debentures 
usually contain provisions designed to af- 
ford the lender security for his loan, and 
frequently give the lender some element of 
control over the borrower’s business ac 
tivities while the debentures are outstand- 
ing, whereas such provisions are unusual 


in promissory notes.” ™ 


It is submitted that the attitude of the 
Internal Revenue Service is unsubstantiated 
by the decisions” or the financial authori 
ties.“ Rather than blanket generalizations 
about the terms of an agreement which 
may be typical of either notes or deben 
tures, the Commissioner might well ad- 
dress himself to the recent trend of decisions 
which distinguishes debentures from notes 
without reliance on a test which is useless 
in its random applicability to almost any 
type of financial paper.” The Commission 
er’s persistent assertion that covenants for 
the protection of the lender are peculiar 
only to debentures and not to notes not 
only begs the question,” but is without 
foundation under the decisions and authori 
ties, as well as the practice for many years 
The terms inserted to protect the lender 
against unsound changes in the borrower's 
business operations should not, and have 
not, been a major tactor in determining 
stamp tax liability.” 


gotiation, with no mention of the effect of the 
restrictions here discussed—see Niles-Bement- 
Pond Company v. Fitzpatrick, cited at footnote 
6; Curtis Publishing Company v. Smith, cited 
at footnote 39; United Airlines, Inc. v. U. 8., 
cited at footnote 34; Bijou Theatrical Enter- 
prise Company v. Menninger, and Motor Finance 
Corporation v. U. 8., cited at footnote 49; Knud- 
sen Creamery Company of California v. U. 8., 
cited at footnote 37 But ef. General Motors 
Acceptance Corporation v. Higgins, cited at 
footnote 37 


“With the possible exception of General 
Motors Acceptance Corporation v. Higgins, cited 
at footnote 37, the decisions never indicated that 
the presence of any or all of the terms involved 
is alone decisive. The inquiry is whether or not 
any of the terms taint the instrument with char- 
acteristics of an investment security or deben- 
ture. See Motor Finance Corporation v. U. 8., 
cited at footnote 49, in which the court noted 
that the transaction included all the provisions 
which limit the activity of the borrower, but 
discussed only the marketability feature 


“ Note that the privilege of exchange for 
obligations of smaller denomination, statement 
of intention not to transfer, privilege of ‘‘re- 
demption,’’ and provisions for amortization are 
not of the same character as restrictions assur- 
ing sound business operations, etc., and have 
been considered separately 
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Summary.—The above are the factors 
which have received the most consistently 
prominent attention from the courts in their 
attempts to distinguish a taxable debenture 
from a nontaxable note. The presence or 
absence of any one of them will not insure 
a decision either way on a particular ar- 
rangement. It must be recognized that we 
are concerned with transactions having 
many some of which lead the 
courts to find that their inclusion in a finan- 
cial transaction characterizes it as a de- 
benture or instrument having the general 
nature of an investment security. 


features, 


The Niles case has made it clear that the 
courts will look primarily to the question 
of whether the transaction has the features 
of an investment. In determining this, the 


marketability of the instrument will be 
closely examined, as well as the circum- 
stances surrounding its negotiation. Loans 


from banks to their customers, increasing 
in their importance and frequency,” should, 
with due regard to some of the above fea- 
tures, free from stamp tax liability. 
which may be characterized 
as “direct placements” with insurance com- 
panies are still considered to have more 
With the Leslie Salt case pend- 
the Supreme Court, the law 

be settled with respect to 
whether financing with insurance companies 
is more likely to result in, or be conclusive 
of, stamp tax liability.” 


be 
Transactions 


exposure. 
ing before 


should soon 


Conclusion 

This article was written as an attempt 
to help those who are confronted with a 
transaction of the character described, 


in either its embryonic or its final stage, 
and must advise on whether or not the tax 
should be paid 
yardstick 


transaction to 


There is no single criterion 
with which to 
whether it 


or measure a 
falls into the 
“debentures.” Indeed, 


observation 


sce 
class of “notes” or 
almost no exclusive 
be made either class to 
which an exception might not be noted or 


there is 


which 


can about 


an application made to some variation of the 


com 


The possibilities for combining the 
factors are countless. It is believed 
that the article discussed the most prominent of 
these factors. By observing those upon 
which the courts ground stamp tax lia- 
bility and those from which the court con- 
cludes stamp tax immunity, some position 
may be taken on the question of tax lia- 
bility. We have, regrettably, two or three 
generic terms in a statute into which num- 
berless transactions, vastly flexible, must 
be forced. To assist us, we have the benefit 
of decisions in the Second and Fourth Cir- 
cuits imposing the stamp tax and decisions 
in the Second, Third, Fifth, Seventh, 
Eighth and Ninth Circuits refusing to im- 
pose the tax. Reconciliation of the deci- 
sions is, at best, superficial. The Supreme 
Court has refused certiorari to any unsuc- 
cessful taxpayer who has heretofore peti- 
tioned. Until the petition in the Leslie Salt 
the government refused to petition 
in its unsuccessful cases. It is questionable 
whether the Supreme Court will be able to 
settle the law for the many types of financ- 
ing in present commercial usage. 


other. 
various 


case, 


The Ejighty-third Congress, as we have 
seen, did little to change the statutory 
framework. There are two possible con- 
clusions from this: 
to affirm the 
present form or 


(1) Congress intended 
status of the law in its 
(2) scant attention was 
paid to these problems. The latter is too 
harsh and, further, the writer has no access 
to manifestations of the private Congres- 
sional thinking.” On the other hand, 
Congressional affirmance of the present 
status of the law indicates an intention not 
to tax every corporate obligation. The im- 
position of a tax on notes, in addition to 
bonds and debentures, would have been an 
easy method of taxing all obligations. It 
must be presumed that Congress did not 
intend to bring all corporate instruments 
within the scope of the stamp tax provi- 
sions. Further, the failure to spell out 
what is intended to be outside the scope of 
the statute (that implies Con- 
gressional approval of the foregoing body 


of case law. [The End] 


is, notes) 





“In 1946, term loans were being extended at 
an annual rate in excess of $3 billion, with 76 
per cent of all member banks with deposits of 
$2 million to $10 million engaging therein (Free- 
man, work cited, at p. 2). Further, there were 
over 200,000 term-loan borrowers in 1948 (p. 
145). 

“It might be argued that there is no logic 
in distinguishing a note from a debenture on 
the sole basis of the character of the obligee. 
In an area where no one can ascertain whether 
tax liability is incurred, where the frequency of 
litigation is steadily increasing and where the 
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that the Interstate Commerce Cammiceian 


1955 °@ 


revenue involved probably does not justify its 
cost of collection, however, any clarification will 
be welcome. 

® An examination of the reports by the Senate 
Finance Committee and House Ways and Means 
Committee, as well as the discussions on the 
floor, reveals no mention of the documentary 
stamp tax problems. See also Marrs, ‘‘Revision 
of the Internal Revenue Code,’’ 31 TAxEs 775 
and 867 (October and November, 1953), for an 
analysis of the hearings before the House Ways 
and Means Committee which likewise failed to 
consider the problem. 
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What Progress Has Been 
Made Toward More 


Accurate Valuation? 


Valuation of Railroads 
for Ad Valorem Taxation 


By JAMES W. MARTIN 


Mr. Martin is director of the Bureau 

of Business Research, College of 
Commerce, University of Kentucky. 
He read this paper before the National 
Association of Tax Administrators. 


N THE VALUATION of any compli- 

cated property, the appraiser may attack 
the problem at the maximum in two possible 
ways: He may make a summation of the 
presumed value of the individual parts which 
make up the whole. Alternatively, he may 
undertake a unit valuation. The unit valua- 
tion may involve both capitalization of in- 
come and comparative sales analysis. Both 
of these basic approaches will be discussed 
briefly, especially in application to railroads 
in the light of the study which has recently 


been in progress in Kentucky.’ 


SUMMATION AS APPROACH 


In the valuation of many sorts of readily 


reproducible, relatively simple, and com- 
petitively constructed and employed prop- 
erties, the appraiser can often effectively 
approach his problem by consideration of 
the cost of the property piece by piece, the 
cost minus a standard allowance for de- 
preciation or the cost less observed depré 
Rarely 
concept of the 


ciation can he 


effectively use a 
cost of reproducing a plant 
which will perform the function of a present 
obsolescent one. If, however, the appraiser 
is to do his job well, he must know exactly 


which cost concept he employs and under- 





1 The persons who recently have been profes- 
sionally involved in the study under the author's 
leadership include Maurice Carpenter, James O. 
Roberts, and Richard Sullivan of the Kentucky 
Department of Revenue, and P. J, Ballew and 
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stand and intelligently 
limitations. 


take account of its 
Moreover, he must avoid cost 
concepts which, for market value appraisal, 
are spurious, even though they may be valu- 
able for other purposes. Among these al- 
ways improper criteria are cost of the 
property, if built up over a long period, to 
the present owner; cost to the original owner 
when it is someone other than the present 
owner; or any other cost concept when the 
property to be valued is obsolete to a marked 
and variable degree as among different own- 
ers—and especially if both 
industrial obsolescence are 
the case in 


technical and 
involved, as is 
respect of almost all public 


service plants. 


Because existing railroad properties fail 
to qualify as readily reproducible, relatively 
simple and competitively constructed and 
employed in the sense contemplated, be- 
cause they use a varying proportion of par- 
ticular items or classes of property which 
is now out of date and because they occupy 
a revised and still-changing position in the 
transportation field, old railroads cannot 
be appraised by f 
This even more 
emphatic if the valuation man borrows his 


means of a summation 


approach conclusion is 
cost data from another summation involving 
a different purpose, for instance, from one 
of the many 
pared by the 


piecemeal aggregations pre- 
Interstate Commerce Com- 
mission Bureau of Valuation for rate-making 
Such shunned as 
inaccurate for individual roads since early 


in World War II? 


however, is less 


purposes, data is to be 


This 
significant 


consideration, 


than the fact 


Charles R. Lockyer of the University of Ken- 
tucky Bureau of Business Research. 

The backward steps are the result of re- 
duced financial support of the ‘‘valuation’’ 
work, 
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that the Interstate Commerce Commission 
itself, when called on to estimate fair market 
value, substantially discards its cost data.’ 
To give only 


such 


one example of the error of 
borrowing of cost data, consider the 
fact that an obsolescence allowance, equal 
for all raiiroads, introduced into the 


bureau figures even as early as the 1930's! 


was 


UNIT APPROACH TO VALUATION 


In the light of this state of affairs (al- 
though some states still uncritically employ 
the Bureau of Valuation or kindred cost 
figures in making railroad tax assessments), 
the unit approach to railroad valuation has 
been recognized for nearly 100 years as the 
appropriate means of finding market value 
figures for ad valorem tax purposes com- 
parable with the local assessors’ reproduc- 
tion-less-depreciation figure for one-family 
homes in a growing community. This ap- 
proach involves the employment of all the 
available evidence bearing on the going 
value of the railroad plant as a whole unit. 


Capitalization of Income 


The universally usable approach 
to the unit appraisal of total railroad oper- 
ating property requires the capitalization of 
earnings from such property. Valuation 
men have often assumed on the basis of in- 
adequate or nonexistent evidence (1) that 
net operating income should be 
capitalized and (2) that the rate should be 
6 per cent. Among other objectives, the 
Kentucky study has as one purpose testing 
the validity of such assumptions.* 


most 


railway 


Perhaps it should be explained that the 
skepticism as to definition of income to be 
capitalized and as to the proper rate or 
rates of stemmed from a 
variety of (1) Earlier re- 
search® produced considerable doubt; (2) 
clearly relevant is the fact that in computing 
net railway 


capitalization 
considerations 


operating income there are 
certain elements of arbitrariness, well illus- 
trated by the fact that corporate income 
taxes, often computed from both operating 
and nonoperating income, are deducted; (3) 
Thomas S. Adams capitalized railway oper- 
ating revenue; and Wilbur 


Bush, George 


‘See documentation in James W. Martin, Re- 


search Report to the 
Tax Study Committee 


Virginia Public 
(1947), p. 38 


Service 


‘The tests have been applied altogether to 
ten classes of utility corporations 

‘See studies cited in James W. Martin, ‘‘De- 
riving a Capitalization Rate by Statistical 
Analysis,’" Proceedings of the National Taz 
Association (1953), pp. 423 and following. 
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Mitchell and others have suggested infor- 
mally that the capitalization of net revenue 
from operation or of railway operating 
income would be more consistent with the 
definition of a unit of use; (4) in general 
real estate appraisal practice, it is usual 
to capitalize various measures of earnings, 
such as gross rents, net rents before taxes 
and net rents after taxes. 


The method employed in the Kentucky 
statistical work is described in the Na- 
tional Tax Association paper presented at 
the 1953 conference. A bare sketch of the 
procedure will suffice for present purposes. 
The statistical attack is designed to deter- 
mine the relationship between three mea- 
sures of earnings and total stock and debt 
adjusted to exclude nonoperating property. 
This is the because the appraiser 
assumes that on a market value basis (1) 
total assets are equal to total liabilities 
and (2) after finding total assets by securing 
quotations on liabilities (including proprietor- 
ship), the operating assets can be valued 
by deducting from that total the value of 
nonoperating property. The method also 
assumes that the quotations of stock and 
debt for statistical purposes are fairly repre- 
sentative of the value of proprietorship 
and debt. 


case 


As the valuation of nonoperating prop- 
erty of railroad companies presents a very 
difficult problem when one seeks to use the 
data statistically, the figures actually em- 
ployed in the Kentucky study do not adjust 
total stock and debt to exclude nonoperating 


property. Rather, they are computed by 
adjusting the income figure to the total 
income available for interest and dividend 


payments. This ratio should be about the 


same as the ratio of railway operating earn- 


ings to net stock and debt if railroad in- 
vestors, as seems probable, focus their 
attention in buying and selling securities 


on the railway business rather than on the 


nonrailway business of rail corporations.’ 


Prosecution of the inquiry along this line 
discloses unweighted average capitalization 
rates for railroads, if the 49 corporations for 
which Moody reports usable data are a 
fair sample. These averages are for railway 


operating revenue, 61.5 per cent; 


tor net 


*One reservation is essential: Should the 
numerator be the income available for fixed 
charges on the ground that lessors of rail lines 
provide some of the railroad capital and ought, 
therefore, to be treated as in a similar position 
to bondholders? Use of this basis would, of 
course, show an even higher capitalization rate 
for railroads. 
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retired, and the 





logic less 





railway operating income, 6.7 per cent; and 
for net railway operating income plus in- 
come taxes, 11.2 per cent.’ The 
of the individual corporations 
around the average” is used as a measure 


“scatter” 
rates for 


of the reliability of each particular average. 
According to this criterion, capitalization of 
railway operating revenue is almost exactly 
as dependable as capitalization of net rail- 
way operating income. Capitalization of 
net railway operating income plus income 
taxes gives a result slightly less reliable 
than either of the other two measures of 
earnings tested. Accordingly, the conclu- 
sion seems obvious that all three measures 
of earnings” should be capitalized. A weight 
ing of three each for capitalized railway 
operating revenue and net railway operating 
income and two for net railway operating in- 
come plus income taxes seems to be indicated. 


However, these averages do not tell the 
whole story. A separate computation of 
capitalization rates for the 25 largest rail- 
roads and for the 25 smallest (size being 
measured by volume of railway operating 
revenue) indicates a significant difference in 
capitalization rates depending on size. Thus, 
railway operating revenue is capitalized in 
the market, according to the Kentucky test, 
at 63.4 per cent for the average rail corpora- 
tion having railway operating revenue of 
$75 million or less and at 59.0 per cent for 
those having more than $75 million. Net 
railway operating income for the smaller 
railroads is capitalized at 7.1 per cent and 
for the larger ones at 6.3 per cent. Net 
railway operating income plus income taxes 
for the smaller roads is capitalized at 12.3 
per cent and for the larger ones at 9.9 per 
cent Accordingly, 


these size variations 


should be recognized, as the three kinds of 


‘Other averages are for railway operating 
revenue, weighted mean, 60.0 per cent, and 
median, 59.3 per cent; for net railway operating 
income, weighted mean, 6.4 per cent, and 
median, 6.2 per cent; for net utility operating 
income plus income taxes, weighted mean, 10.1 
per cent, and median, 9.9 per cent. 

* Measured by dividing the standard devia- 
tion by the unweighted average in each case 
Although weighted means and medians have 
been computed, the unweighted mean is em- 
ployed throughout 

*It is regrettable that a statistical test was 
not set up for capitalization of net revenue from 


operation and, separately, of this measure of 
earnings minus taxes other than income and 
excess profits taxes These ratios may well 


prove to be the best measures of operating earn- 
ings in relation to capital value. 

” It will be kept in mind that the figures pre- 
sented are averages and that variations other 
than size are also important The standard 
deviations are for the railway operating rev- 
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capitalized earnings figures are employed 
together with a weighting according to the 
relative reliability of each separate capitali- 
zation rate.” data are presented 
graphically in the chart on the next page. 


These 


This summary ignores numerous niceties 
of statistical method, and those refinements 
are important. Two of them will be referred 
to briefly. Of course, the earnings which 
are to be capitalized, however defined, are 
those estimated in each case to be the figure 
which best represents the long-range ex- 
There is no invariably satisfac- 
tory uniform way of estimating such earnings 
for a railroad, but for statistical purposes 
some such figures must be devised. Because 
investors often consider, in addition to the 
current-year earnings, the averages for three 


pectation 


years and for five years, an earnings figure 
has been computed from 
To approximate an un- 
average of the three measures 
employed among security market analysts, 
the Kentucky study has employed earnings 


past experience 
for statistical use. 


weighted 


for the current year, weighted three; those 
for each of the immediately preceding two 
years, weighted and each 
of the first two years of the five-year period 
(ended 1952), weighted one. For the stock 
and debt figures, 1952 data were used, 
stock and bonds as quoted and current and 
deferred liabilities as shown on the books.” 


two; those for 


A second issue of a definitely different 
order has to do with the use of average 
past earnings as one means ot estimating 
the normal productivity of a rapidly ex- 
panding or of a rapidly declining railroad 
plant. This problem of rapid growth or 
decline is not usual among these particular 
public service enterprises; it occurs more 
frequently in the instance of certain other 
enue average, 18.4; for net railway operating 
income, 1.9; and for net railway operating 
income plus income taxes, 3.8. These disper- 
sion measures may be written as coefficients of 
variation (standard deviations divided by aver 
ages), respectively: 30.0, 28.1 and 34.6 per cent 

The extension of the lines in the chart beyond 
the right-hand arrow are not reliable, partly 
because of the dispersion, 

" The book figures for current items largely 
represent recent transactions, and in that sense 
are market value data. The deferred liabilities 
involve a source of error 

Before 1952 data 


were employed, they were 
checked with 1951 quotations. No _ radical 
changes were reflected in the quotations. Had 


the method of adjusting stock and debt quota- 
tions, explained later, been devised before this 
computation, the adjusted figures would, of 
course, have been used here. Whether or not 
adjusted data are employed, however, should 
make little, if any, difference in statistical re- 
sults—at least in general averages 


621 











Capitalization Rates for Measures 
of Railroad Earnings by Size of Corporation 


Utility Uperating Hevenue 


Capitalisation 
hate 
—— —e  liet Utility 
68 ——-—-— Net Utility Operating Incom 
* Income Taxes 
a Average for Small Companies, 63.u% 









Jperating 


Average for Large Companies, 59.0% 


retired, and the logic less 
-onvincing, because the book 
figures have only an acci- 
dental relationship to current 
values. 


An alternative or supple- 
ment to this plan—which is 
logically more defensible and 
practically more consistent 
with usual procedure—would 
involve adjusting the income 
each year by the fraction by 
which the book value of as 
sets of the year exceeded or 
fell short of the book value 
for the year just ended. If, 
for example, a railroad cur 
rently has railway operating 
revenue of $75 million and 
book value of assets of $150 


Income 


million, but four years earlier 
had respectively $40 million 


and $100 million, then the 
$40 million would be ad- 
, justed by dividing by 0.667 
to estimate the income the 
es for Small Compenics, 12.35 present plant would have 
a bi ee Average for Large Companies, 9.9% produced had it all been in 
me operation four years previ- 
verare for Smal) Companies as ously. ; rhis factor is the 
; =e . vara fg inal ratio of book value four years 
Oe nS Se Ri a i i gn Se ago to book value at the end 
Average for Large Companies, 6.38 of the current year This 
sort of adjustment is made 
for each year averaged 
100 200 00 Wo 500 ~—~SCO 700 800 Another alternative or sup 
Utility Operating Revenue in Millions of Dollars plemental -plan would involve 
il a i gett exactly Exe 
the second except that the 
quoted (and adjusted) value 
types of utility corporations. Wherever the of stock and debt would be subsituted for 


issue is confronted, it deserves attention if 


any averaging of income is to aid 


the 
appraiser - 

The first method of adjustment merely 
extends the existing practice of adding con- 
struction in progress and at least a part of 
new additions or of deducting property re- 
tired. In the Kentucky procedure, this is 
done cumulatively for the capitalized income 
of each year; then the capital values are 
averaged. That this must be done on a book 
basis in the case of rapidly expanding plants 
is not disturbing, as book values represent 
near-current The difficulty is 
in of plants being 


transactions. 


greater the instance 


the book figures employed in the adjustment 
Neither of the three methods of adjust 

ment is inappropriate when the expansions, 

in principle, are merely designed to main 


tain the plant. Probably an average of 
the three adjustments “* or of the last two 
would be the most defensible means of 


bringing the earnings date for each year to 
a basis comparable with the earnings rate 
at tax date—and at the same time of secur- 
ing the aid of income averaging. 


Stock and Debt as a Valuation Tool 
The unit method of valuation requires 
the use of comparative sales analysis, if 





. Pp. 
429-430, for a partial explanation of this issue. 


"% See Martin, article cited at footnote 5 


“The first and third of these are suggested 
in Martin, article cited at footnote 5, pp. 429-431. 
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The second is adapted from a suggestion by 
one of the individuals who reviewed a more 
comprehensive draft. 
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Percentage Adjustment in Original Stock 
and Debt Data to Take Account of 
Less or More than Average Use of Stock 
in the Capitalization Structure 
of Railroad Companies, 1952 


Ratio (f) of Steck to Total Steck and Geet 


feasible, as a supplement to the capitaliza- 
tion of income. Occasionally, whole public 
service enterprises are sold in open market 
transactions; but this sort of occurrence 
is an almost nonexistent line of evidence 
as to railroad values. If available, of course, 
sales data for whole railroads would be 
good evidence of the value of the same or 
of comparable roads. 


Although free-market sales data for whole 
railroads are not available for the appraiser’s 
use, it is quite usually possible to secure 
data as to the sales of stock and liabilities 
of many railroad corporations. As the value 
of assets of a corporation is equal to the 
value of liabilities and proprietorship, the 
sales of securities and of other debt may 
be evidence of the value of assets. To em- 
ploy this comparative-sales approach to the 
valuation of a railroad as an economic 
whole—that is, as a unit—one obtains quota- 
tions “ for each issue of securities, including 
equipment obligations, which are in the 





hands of owners outside the unit and multi- 
plies the value of each stock or bond by 
the number (on a uniform basis) outstand- 
ing. As the market price of stock is pre- 
sumed to reflect surplus, no separate account 
is taken of this item; but all current and 
deferred liabilities added at book or 
current transaction value. The stock and 
debt then totaled to secure a figure 
usually presumed to be as valuable as all assets. 


are 


are 


To bring this value figure into conformity 
with the market value of property actually 
employed in the railroad business, the value 
of the property not so employed, of course, 
would have to be deducted. Usually, this 
property, being relatively small, can be ap- 
praised separately without great violence to 
the total when the nonoperating property is 
subtracted. 


Heretofore, it has usually been assumed 
that the net stock and debt figure arrived 
at by the process just sketched constituted 
the desired evidence of value of all rail 
operating property. The Kentucky study 
involves an attempt to refine this technique 
by finding a way of taking account of alleged 
distortions due to capitalization 
and to dividend policy. 


Data the 49 railroads used in the 
Kentucky study were arrayed by the pro- 
portion of stock in the total of stock and 
debt; the averages of capitalization rates 
for railway operating revenue, net railway 
operating income, and net railway operating 
income plus income taxes, respectively, 
were computed for those having the lowest 
percentage of stock and for those having 
highest percentage of stock in their pattern 
of proprietorship and liabilities. The differ- 
ences between the two semiaverages for 
each of the rates were divided by two to 
find the approximate variation from the 
general average upward or downward, as 
the case might be. (The total differences, 
showing the relationships between the upper 
and lower halves, reflect variations both 
upward and downward from the general 
average of all the rates.) The three figures 
were reduced to percentages of the aver- 
ages and then algebraically averaged accord- 
ing to the weighting developed previously 
to show the relative reliability of the capital- 
ization rates for railway operating revenue, 
net railway operating income, and net rail- 
way operating income plus income taxes, 
respectively. The result was plotted as the 
diagonal line shown in the chart on this page 


structure 


tor 





44 Quotations for the Kentucky study are com- 
puted from monthly averages of high and of low 
sale prices. 


Valuation of Railroads 


zation and ctock and deht ficures were about 
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actual use of stock and debt data. perhaps 





Percentage Adjustment in Original Stock 
and Debt Data to Take Account of 
More or Less than Average Distribution 
of Interest and Dividends 
by Railroad Companies, 1952 





Normgl Value of St@ck and Usbt 
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Ratio (tf) of Interest ane Oiwidends to incom Sefore Interest faymente 


lo use the chart, one merely computes 
the ratio of stock to total net stock and 
debt (plotted the chart from left to 
right), finds that percentage on the diagonal 
and divides the stock and debt 
the corresponding index shown 
as a percentage at the left. This operation 
means dividing by less than one if the per- 
the normal and 
raising the quotations to normal. It 
dividing by 


on 
line, net 
figure by 


centage is below 


thereby 
means 
more than one to reduce them 
the 
Following 
stock 
for 


to normal if is above nor 
procedure the 
normal to 


depressing ot 


percentage 
this 
debt 


booming or 


mal gives 


net and 
the 


security 


adjusted to 
correct 
total 
or underuse of 


values by relative 


stock ag 


practice in 


overuse 
compared with 


average railroad 


financing 

The chart provides for no adjustment for 
stock and debt of a taxpayer with approxi 
mately an average ratio of stock to total 
stock debt. The skip in the line is 
based on the assumption that the accuracy 
of the not 
unless it 


and 


data does justify a correction 


would exceed 2 per cent 
I 


“In theory, each of the two adjustments 
should be made after the other is accomplished 
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Also, data for the 49 rail corporations 
have been arrayed in terms of the ratio of 
combined interest and dividend payments to 
the income available payments 
In order to test the booming or depressing 
effects of high low 
distributions on 


for such 
relative dividend 
quotations, 
averages were again computed and again 
averaged according to the same procedure 
employed to test the effect on quotations 
of underuse or i stock in the 
The results of the statis- 
tical analysis are pictured in the chart in 
the opposite column, 


or 


security semi- 


overuse of! 
financing pattern, 


This chart is used in making the adjust 
ment to correct net stock and debt quota 
for unusual dividend The 
and interest to income 
before payment of interest for 


tions 


policy 
ratio of dividends 
a particular 
located the 
chart by means of 
and the stock and 
debt data as previously adjusted” divided 


corporation 1s on 


computed, 
diagonal on the 
+} 


the left-to-right scale, 


line 


by the corresponding percentage shown in 
left-hand 
figure gives the net value of the total assets 


the margin. The newly adjusted 
used in railroad operation as estimated by 
means of the stock-and-debt approach. Again, 
adjustment is not made unless the 
variation due to dividend policy is at least 
2 per cent upward o1 the 
normal or railroads generally 


the 
downward from 
average for 

In appraising the estimation of net stock 
and debt by including the two adjustments, 
the should keep in 
mind that what is wanted is a valuation of 
the assets they would be likely 
to be priced in an open market transaction 
The valuation of the stock and debt is not 
an end but merely a means of getting at a 
the the 
properties owned by the railroad corpora 
tion. Thus, the 
underlying corrections, if a 
taken 
quotations well below normal or to increase 
them to a level definitely above 
there can be little doubt that the quoted 
figures fairly represent the equities of stoc k 
the taxpayer 
poration; there can be even less doubt that 


critical tax assessor 


as most 


reasonable estimate of value of 
according to 
the 


management 


assumption 
corporate 
has steps to 


depress 


normal, 


holders and creditors in cor 
the gross quotations fail directly to repre 
sent the free-market 


owned by the 


value of the as 


taxpayer corporation 


Weighting the Evidence 


In the past, it 


assessors to 


been usual 


that 


has tor state 


assume income capitali 


The character of the 
the writer to justify 


1955 °@ 


data does 
the alleged 


not appear to 
refinement 
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zation and stock and debt figures were about 
equally persuasive evidence of value. The 
statistical data summarized above appear 
to provide a basis for marked improvement 
in estimates made by the use of each. ap- 
proach. If the method outlined in this paper 
is fully exploited, the valuation process 
probably can be further improved by an 
altered weighting. When the three methods 
of capitalizing earnings are employed, the 
result of the income capitalization pro- 
cedure will doubtless be more dependable 
evidence of market value than the stock 
and debt plan at best can provide. Perhaps 
a maximum weighting of stock and debt, 
in comparison with income capitalization 
data, should be 40 per cent for the former 
against 60 per cent for the latter. 

In many cases, one or both of two crudities 
in stock and debt totals should lead to a 
weighting of less than 40 per cent of the 
total: (1) 
some or 


Quotations are incomplete for 
all classes of bonds, or (2) the 
adjustment for nonoperating property is so 
substantial or involves such inaccurate valu- 
ations of the amount deducted that what 
is left is only arithmetically correct. Thus, 
in some both of these 
reasons, the weighting should be no more 
than 20 per cent of the total. If, in respect 
of both and of the amount of 
nonoperating property, the particular rail- 
road presents substantial difficulty in the 


cases, for one or 


quotations 


actual use of stock and debt data, perhaps 
earnings capitalization should be employed 
alone. 


CONCLUSION 


It appears from the above sketch that 
most states, by exploiting the results of the 
Kentucky study, improve their unit 
appraisals of the railroad operating property 
of Class I earning carriers” for taxation 
(1) by employing more refined capitaliza- 
tion rates, varied to take account of the 
size of the unit to be valued; (2) by using 
three or more valid but independent mea 
sures of earnings to capitalize (railway 
revenue, net railway operating 
income, and net railway operating income 
plus income taxes); (3) by correcting net 
stock and debt values for errors heretofore 


can 


operating 


committed because some road managements 
raised and others lowered security quota- 
tions by a typical capitalization practice and 
by exceptional dividend policy; and (4) by 
utilizing a more rational basis for weighting 
capitalized income as compared with stock 


and debt evidence of actual market value. 


None of the findings in the Kentucky 
research removes the perennial need for the 
skill of the professional appraiser in valuing 
rail properties for ad valorem taxation. At 
best, the new findings give such appraisers 
refined tools not heretofore equally available 


[The End] 


SAVINGS BONDS—IT’S A STATE'S RIGHT TO DISAGREE 


Federal regulations vesting owner 
ship of United States savings bonds 
in surviving co-owners may not con 
trol the laws of 
that state’s supreme court ruled. 


Louisiana descent, 
The 
decedent’s safe deposit box contained 
Savings 


bonds in her name and 


Although 
regulations, the co- 
entitled to full 


own 
that of various co-owners 
under federal 
owner 18 
upon the 


ownership 


death of his fellow 


owner, 
the law of Louisiana would look to 
the fact of delivery; if there were no 


valid delivery, there was no gift 
state was held to the right to 
hold the co-owner indebted to the 
estate of the decedent for the amount 
of the bonds 


The 


have 


yuccesston of Gladne y, 


CCH Trust AND Estate LAw Reports 

1 45,779 (La. S. Ct., 1953) 
Irrespective of Florida laws con- 

cerning the distribution of estates, 


% The discussion above has no reference to 
very small railroads or to those which curreutly 
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United States savings bonds were 
held not to be _ the property ol 
the estate for any purpose. Upon the 
death of the owner, the 
Savings bonds became the property of 
the surviving 
\ widow, 


registered 


registered beneficiary. 


electing to take dower, 


‘claimed the savings bonds possessed 


by her deceased who died 
property s| he 
trial court was reversed in its holding 
that the bonds formed part of the 
estate “for the purpose of admeasure- 


ment of the 


husband, 


testate, as her sole 


widow’s dower.” The 
appellate court based its decision upon 
its previous holding that such bonds 
constituted a contract controlled by 
federal law and could be enforced by 
the survivor irrespective of Florida 
law.—Estate of Brock; Mullins v 
Brock, CCH Trust anp Estate Law 


Reports { 45,409 (Fla. S. Ct., 1953) 


fail to produce both net railway operating in- 
come and net corporate income, 
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Books 


Tulane Tax Conference 


Proceedings of the Fourth Annual Tulane 
Tax Institute. Matthew Bender & Company, 
Inc., 109 State Street, Albany 1, New York 


1955. 561 pages. $10 


best 
This is not 


Tulane’s tax institute is among the 
known and attended institutes 
at all 


together a group of outstanding authorities 


surprising since the university brings 
in the field of income, estate and gift taxa- 
tion. The fourth annual 
in New last and, quite 
properly, it dealt with the Internal Revenue 


Code of 1954 


[his 


tures 


institute was held 


Orleans November 


following lec 
Problems of Fed 
Stanley S. Surrey; 
1954—Income Tax 
Allan F. Ayers, 


Individual,” by 


volume contains the 


“Some Remaining 


eral Tax Revision,” by 
“The Revenue 


Aspects 


Code of 
Partnerships,” by 

Jr.; “Income Tax Aspects 

Edward First; “Changes in 
Necessitated by the 
of 1954—Estate and 
René \. Wormser; 


ministrative 


Planning 
Internal Revenue Code 
Gift Tax Phases,” by 
“Procedural and Ad- 
Provisions of the Internal Rev- 
Code ot 1954—Statute of Limitations, 
Dates and Requirements, etc oo by 
Leonard 


lax 


enue 

Filing 
Raum; “Corporate Organization 
William J. Casey; 
1954— Mis 
Problems,” by Martin 
Aspects of Tax 
Daniel A 
Affiliates: Some Tax 
Aspects Under the Internal Revenue Code 
of 1954,” by Milton 


Profit Sharing Plans for 


and Reorganization,” by 
The 
cellaneous Corporate 


Atlas; 


ment and Collection,” by 


Internal Revenue Code of 


“Practical Enforce 


Taylor; 
“Foreign Branches and 


Young; “Pension and 
Medium and Small 


Business,” by Emanuel L 


Gordon; “Foun 
dations for Individual and Corporate Pur 


poses,” by Carbery O'Shea; 


“Louisiana 
rrusts as Business Operating Devices,” by 
Eugene A. Nabors; “The Joint Working 
Interest—Partnership, Co-ownership, or As- 


sociation Taxable as a 
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Corporation,” by 
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John B 


ment 


Hussey; “Forms of Oil Develop- 
Ray; “Tax 
Purchases of Oil In- 
terests,” by Frank B. Appleman; “Real 
Estate Financing: Bootstrap, Sale and 
Leaseback, etc.,” by Bruce H. Greenfield; 
“Compensation to Employees and Their 
Jeneficiaries: Some Income and Estate ‘Tax 
David Beck; “Major 
Planning Arising from 
Differences Between Louisiana and Federal 
Income Tax * by Bernard S. Jacobs; 
“Limitations on the Use of the Net Worth 
Method in Fraud Cases,” by Edmund D 
Doyle; and “Internal Revenue Code of 1954 
—Corporate Distributions and Liquidations,” 


by Merle H. Miller 


Financing,” by George E. 


Savings in Sales and 


Consequences,” by 
Problems in Tax 


Law,’ 


Canadian Tax History 


Taxes, Tariffs, & Subsidies. J. Harvey 
University of Toronto Press, To- 


ronto 5, Canada. 1955 


Perry 
Two volumes, 763 


pages $25 


This is the first detailed study of the 


history of taxation to be pub 
lished. It is written by a leading Canadian 
tax expert, 


nected 


Canadian 


who was for many con 
Department of Fi- 
and is now 


lax Foundation 


years 
with the federal 
nance, director of the 
The book, spon 
the foundation, is the fourth title 
in the Canadian 


cause of its 


Ottawa, 
Canadian 
sored by 
[ax Series se 


work 


to appear 
comprehensiveness, the 


has been divided 


into two volumes 


As a source of data alone, this book 
prove invaluable; its 


will 
summaries, 
chronological surveys and biographical ma 
terial provide more information on Canadian 
taxation 


tables, 


than has ever been 


in one book Mr 


comment, 


gathered to- 


gether Perry’s informed 


interpretation and 


evaluation of 
Canadian taxation past and 


invaluable aid 


present are an 
to intelligent 
of the issues involved 


understanding 
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The One Big Customer 


Government in Economic 
Fabricant. National Bureau of 
Research, Inc., 261 Madison 
York 16, New York. 1955 

This is a study which holds considerable 
interest for all of us. The new 
government and what it means to our con 
temporary 


Life 


Sol mon 
Economic 
Avenue, New 


78 pages. 


scale o! 
economy is illustrated by these 
Last year 15 per cent of all workers 
were in the employ of government 


facts 
Seven 
teen per cent of all personal incomes wert 
received from government 
cent of 


Thirty-eight pet 
the nation’s total expenditures on 
new construction 


and on equipment 


pure hased 


were 
$46 
from 


made by 
billion 


business enterprises. 


government It 


worth ot and 


goods services 
Government produc 
tion, including its purchases and direct out 
put, last year equaled one fifth of the gross 


national product 


Canadian Highway Problem 
Taxes and Traffic 
tion, 19] 


tario, Canada 


This is a comprehensive analysis of the 
practical and theoretical aspects of highway 
financing in This book 
staff of the Canadian Tax 
Foundation, and it is well documented with 
charts and tables illustrating costs 


Tax Founda 
Toronto 2B, On 
$2.50. 


Canadian 
College Street, 


1955. 158 pages 


Canada. 


Was pro 
duced by the 


America of the Future 
Needs 


Dewhurst and associates 


America’s 
erick 
tieth Century Fund. 330 West 
New York 36, New York. 1955 


his is a 


and Resources ] Fred 
The Twen 
42nd Street, 
1,148 pages 

study of the 
and 


major American 


economic system has already received 


wide 


attention. It is a revision of 


an earlier 


volume. This study points out that we 


now 
have the 


of the world, capable ot attaining, by 1960, 
a total output of $414 and 
making possible an family 
$6,000 per year, 


strongest economy in the history 


national billion 


average Income 


of more than with pros 


pects TOT more 
Among the more 
study are the 


striking findings of this 
following 
(1) American 


average 


productivity, meaning thi 
output per hour of work, is i 
creasing so rapidly 


that 1f rates 


shall be 
produce as much in one seven-hour 
now produce in a 40-hour week 


rates of growth, we 


present 
continue, in 


able to 


day as we 


another century we 


(2) At our 
shall have 


present 


a population of 177 million in 


Books 


1960. A total of 69 
work or in 


million should be at 
the armed 
ployment (principally 
should not 


of the 


services, and unem 


shifts between jobs) 


average more 


than 5 per cent 


working force, or 3.5 million 


(3) If we assume that unemployment will 
go no higher than it is today, with working 
hours about the same and _ productivity 
cent in the 1950's (it 
1940's), we « 
national 
1960 


rising 35 per rose 47 


per cent during the 
duce a total 

$490 billion by 
War emergency 


of World 
put could ris¢ 
(4) The [ 
than 6 per 
and 


ould pro 
output as 


lf we 


high as 
were forced into 
conditions similar to those 
War II, our total national out 
to $600 billion by 1960 


little 
world’s population 
cent of its 


nited States, with more 


cent ot the 


less than 7 pet land area, 
now produces and consumes well over one 
third of the world’s 


turns out 


goods and services, and 
nearly One half ot the world’s 
factory-produced goods 


(5) “The aggregate 
than 160 
probably 


real income of the 


more million 


exceeds the 


Americans today 
combined income of 
the 600 million people living in Europe and 
Russia and far total 
of the more than one inhabitants 


ot Asia.” 
(6) While American 


steadily gone up, 


surpasses the 


billion 


Income 


productivity has 


working 


hours have 


steadily gone down, from an average of 


about 70 1850 to the 


4)-hour week of today. It would 
1850 worker three weeks at 70 
week to produce as 
worke1 


hours per week in 


take an 
hours per 


much as an 
10-hour 


average 


turns out in a week today 


(7) Leisure time for recreation for the 


average American has 


doubled 


mcreas¢ 


employed 

since 1900 
still further 
1910 as our 
increased we 
thirds of the 


nearly 
likely to 


Figures indicate that 


and seems 


since national productivity has 
tended to take 
potential increase in the form 
and and 


and 


have two 


of goods services, third in 


increased lei 
Long-term trends indicate an average 
workweek of 37.5 hours in 1960 


(8) Although the nation as a whole is at 
peak prosperity, there are Ameri 
housing, in 
insulhicient 
and 


one 


shorte1 


working hours 


sure 


still many 
cans who have substandard 
and 


medical Care 


adequate l 


clothing food, 


schooling 


other basi 


requirements. If we brought our 


total na 
a level needed to make 
standards of health and 
decency for every American, we 
total only 7 per 
estimated 


tional output up to 
possible adequate 
living 
would need to produce a 
larger than our 
1960 


cent national 


output tor 
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Articles 


Major Complications 
on Gifts to Minors 


“Gifts to Minors—Their Federal Tax 
Implications,"’ by Edward N. Polisher 
and Peter M. Winkelman. Dickinson 
Law Review, June, 1955. 


Mr. Polisher is a Philadelphia attorney 
and Mr. Winkelman is a Los Angeles 
attorney. 


state planning is concerned primarily with 
the tamily effec 


ick omplish the 


unit, and one of the more 
tive methods employed to 


bijective is the gitt 


Otten gifts to minor children are used to 
effectuate the purpose In 
the donor will not make an 
the property to the 
ot tender years are 
property. Moreover, the ownership of most 
types of property bi 


obstacle to the 


most instances, 
outright gift ot 
minor because persons 
incapable of managing 
minors creates legal 


Hence, 


them tor the 
with the 


transtet donors 


will utilize trusts set up by 


benefit of the minor, trustee au 


thorized or directed to use or to accumulate 


the income during munority and to dis 


tribute the accumulated income and corpus 


at r after the beneficiary 
this 


which 


attains the age 


of majority It is method of making 


giits in trust caused confused tax 


implications under prior law 


Che 1939 Code (Section 1004(a)(1)), like 
the 1954 Code (Section 2521), provided tor 
a lifetime exclusion from gift tax in the 
$30,000. In addition, the 
allowed an 


sum of donor is 


$3,000 per 
except where the gift is of a future 

Under prior law, virtually all gifts 
in trust to a minor held to be 


annual exclusion of 
donee, 
interest 
were gitts 
of tuture interests 


Before discussing the pertinent provisions 
enacted by the 1954 Code, the author de 


fines tuture interests and 
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reviews some ot 


Digests and Comments 
from Other Periodicals 
«+ « Staff Prepared 


the cases and situations which figured promi 
nently in this field of law 


Section 2503(b) provides that where there 
has-been a transfer to any 
present interest in property, 


person of a 
the possibility 
that such present interest may be diminished 
by the 


exercise Of a power shall be disre- 


garded in determining whether the gift of 


such an future 


interest 1S a interest, pro 


will at 
Chis 


beneficiaries as 


vided that no part of 
any 


such interest 
other 
provision applies to adult 


time pass to any person 
well as to minor beneficiaries. Thus, assume 
that under the terms of a trust, the 
is payable to A for life, with the 


payable to B upon 


income 
remainder 
\’s death, and that the 
trustee has uncontrolled power to pay over 
the trust principal to A in whole or in part 
at any Although in such case A’s 
present right to receive 
terminated, no other 
to such 


time 
income may be 
right 
Accordingly, un 


A will 


interest 


person has the 
income interest 
der this section, the present right m 
not be treated as a gift of a future 
This rule will not 


apply, nowever, if the 


trustee would pay over any 
corpus during A’s life to 
than A The crucial 
this section is that 
not be 


time 


part ol the 
other 
under 
A’s income interest can 


persons 
requirement 
affected or reduced during his life 
[he fact that the corpus will pass to 
A’s death will not prevent 
interest trom 


The 


vide how 


B on A’s income 


being deemed a 
Code. 


such interest 


present in 
terest however, does not pro 
shall be valued In 
Kneip v. Commissioner, 49-1 € 10,709, 
172 F. (2d) 755 (CA-8), the income interest 
was valued with reference to the 
amount by which the trustee 


usTt 


maximum 
was authorized 

That will not 
aid where the power to invade is unlimited 


to invade corpus each year 
Perhaps where there is an unlimited dis 
cretion to invade corpus for the benefit of 
the minor, true in Evans v. Com 
{ 10,862, 198 F. (2d) 


method of may 


as was 
missioner, 52-2 ust 


435 (CA-3), the 


valuation 
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be ascertained by 
table 
concerned 


reference to the “chari 
remainder” 


CadSCS5S | hese 


with the 
leaving a life 


Cases are 
problem of a testator 
interest in property to a 
named beneficiary in trust, the trustee to 
have the invade the 
the “comfort and welfare” 
and the remainder 


power to corpus for 
of the life tenant 
to go to a named charity 
In these cases, the courts held that 
power to invade is limited to a 
standard, the 


1S capable ol 


have 
\ 

where the 
charitable 
valuation 


definite remainder 
Where the powet 
however, is not 


standard, the 


of invasion, limited by a 


definite gift cannot be valued 
Che same valuation standards used in these 
cases could be applic d in valuing the inter 


est ola It to a minor. 


The problems of interpreting the section 
do not appear to be unduly 
both the income and property must con 
form to the specified condition or no part 
of the gift will qualify under the 
Thus, Sensenbrenner v. ( 
ustc 410,033, 134 F 


which 


intricate. First, 


section 
ommuissioner, 43-1 
(2d) 883 (CCA-7), 
held that the gift 
a future interest, while 
could be a present inter 
overruled. Under the House bill, 
the income was required to be expended To! 
the minor’s benefit, for the 
This 
changed by the 


ind similar cases, 
of corpus could be 
the gift of income 


< st, ar¢ 


exclusion to be 
available however, was 
that 


income Of 


provision, 


Senate so now the 


prop 
erty may be expended for the minor’s bene 
fit before he attains the age of 21 


exclusion will apply if the 


If the corpus or incom: 
on behalf of the 
pass to the 
ige of 2] 


to he 


is not ¢« x pel de d 


donee, the corpus must 


minor upon his reaching the 


Thus, if the income and corpus is 
retained in trust until the 
ol 24, the 
available If the 
terminate until the 
4, but 


beneficiary 


reaches the age 


not be 


exclusion would 
trust 1s not to 
donee attains the age of 


under the terms of the trust the 
expended in its 


benefit of the minor 


income or corpus may be 
tor the 


the minor 


entirety before 
attains the age of 21, the gift 


would not qualify as one of a present interest 


“Payable to the estate” may be 


illustrated 
by several simple examples. If the 


nciary 


bene 
dies before he reaches the age of 21 
and the trust provides that the corpus must 


be paid to his estate, although actual pay- 


ment is not made until after the decedent 
been 21, the 


undoubtedly be appli able 


would have exclusion would 


If the trust instrument provides that, in 


the event the donee dies before attaining 


the age of 21, the corpus shall pass to X, the 


exélusion would not be 


available because 


Articles 


clearly the corpus does not 
estate of the minor-beneficiary 


May a 
law of many states, 
on the power of 


property by will. Hence, in drafting 
instruments, the donor 


pass to the 


Under the 
restrictions 


will? 
there are 


minor make a 
a minor to dispose of his 
trust 
should provide that 
before attaining the age 
of 21, the property shall pass to the person 
or persons he shall appoint, but if he can 
not validly exercise such power because of 
a disability imposed by state law, the prop 
erty shall pass to his estate 


If the given the 
designate takers in default of the 
of the power of appointment, a_ serious 
question would arise as to whether the gift 
been completed Although 
point, it 
retention ot a 


if the minor dies 


donor wert power to 


exercise 


had ever there 


are no directly in 
that the power to 
change the beneficial interests may be suf 
ficient to render the gift incomplete. Mors 
over, the gift would fail to meet the require 
ments of Section 2503(c) as a present interest 


cases would 


appear 


Once the trust is created for the benefit 
of the minor, so that it qualifies as a present 
interest, as to which the annual exclusion 
would be available under the 1954 Code, 
there would be no reason, taxwise, why the 
trust recipient ol 
More 
over, should the donor’s spouse consent to 
the gift, the could double the gift 

tax-free transfer to the trust for each bene 

ficiary, up to the amount of $6,000 annually 


same may not be the 


additional gifts in succeeding years 


donor 


The problem, asid« 


implications, of 


from the giit tax 
utilizing the trust for ad 
gifts would lie in the 

accumulating a substantial 
assets in the trust, which 
be turned over to the 


ditional, successive 


visdom of 


amount ot must 


beneficiary when he 


reaches 21 years O! age 


Estate tax implications are the following 


(1) To the donor of the property. If the 
donor parts with the complete control over 
the property, it will not be 


includable in 
lis gross estate, for federal estate tax pur 
poses, absent a transfer in contemplation of 
death. Ownership vests in the donee and 
he need not survive the donor in order to 
obtain the enjoyment and possession of the 


property 


(2) To the minor. It clear that 


where the corpus is payable to the estate 


seems 


of the beneficiary, the property 
includable in the 


would be 
estate If 
a special power 
corpus, it 


latter’s 


gross 
the beneficiary were given 


of appointment over the would 
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result in excluding the property from his 


but this would simultaneously 


oss estate, 


deny to the donor the annual gift tax exclu- 


ion with respect to the gift 


Income tax implications are the 


following 


(1) 


aonor 1 
no ‘ 


Amounts the 


Se 


paid to a beneficiary 
obligated t 
503(c) the 
the annual 


ome or 


support. Under 
donor 
gift 


may be 


tion the 


exclusion, if 
distributed to 


may obtain 


benefit of tax 
the im 


the 


corpus 


beneficiary. Under Section 677(b), such 
the 


is actually 


a provision does not render income 


taxable to the grantor, unless it 


paid for the the bene 


obli 


instrument, 


support ot 
the 


minor 
whom 
support. If 
requires 


hciary 


grantor is under an 


the 


vation to 


nowevel! 


trust 
ome be used 
the 


to the grantor 


that the in« 


to support such a beneficiary, 


will 


income 
also be taxable 


the donor as 
orpus will 
to the 


limited by a 


\ power! 
distribute 


trustee to 
the trust 
(1) the 

definite 
the 
is to distribute 
provided that the 
must be 


not render 


mcome taxabl donor if 


power 1s reasonably 


standard which is set forth in trust 


instrument or (2) the power 


to an income beneficiary, 
distribution of 


the 


corpus chargeable 


against share of 


proportionat corpus 
held in trust for the payment of the income 
to the the 


tuted a 


| nce I 


beneficiary as if 
trust 


corpus consti- 


separate 


Section 678(« ), a 


trustee, who is 


not the donor, may be subjected to tax on 


the imecome 


appli d to 
the 


the support of a 
beneficiary 1s 
obligated to 
grandfather 
benefit of 
the 


income to 


beneficiary, where 


one 
whom the 
Thus, if a 


ror 


trustee 1s support 


established a trust 
grandchild the 
trustee the trustee 
child, the 


income 


the his with 
donor's 
the 


would be 


son as and 


used support his 


taxed on such 


son 


(2 withhold income during 


Under Section 674(b), the grantor 
the power 

the 
without 


) Power to 
minority 
trust 
the 


from 


ota 
hold 


trust 


may be 


given to with 


distribution of income of a 
having the 
himself In 


except 


a beneficiary 


Mncone 


therefrom taxable to 


the case of all beneficiaries 


minors, 
the income so accumulated must ultimately 
to the to the 
beneficiaries or to appointees; 
the 
section 
the 


distri 


able beneficiaries, 


be pay 
of the 


estat 
thei 
or upon the 


termination ofl trust, to 


Unde I 


grantor 


current mcorme 


674(b)(7), 


beneficiaries 
the 


Income 


however, 
withhold the 
bution to a 


has 
power! to trom 
the 


corpus 


during 
add it to 
the 


provision tof 


beneficiary period 


of minority and 


without 


being taxed on income, even though 


there is no 
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ultimate distri 


August, 


the 
section 


bution to beneficiary or to 
I his would 
advantages to a 


his estate 


provide income 
grantor using short-term 
trusts, but note that unless the corpus and 
accumulated the 


annual 


tax 


income bene 


passes to 
of 21, the 


lost 


ficiary at the age 


will be 


gift tax 
exclusion 


the 
income 


In granting the 
withhold 
the 


he doe Ss. 


power to trustee to 


from minor beneficiaries, 
the trustee. If 
will be includable 


federal 


donor must 


the 


not act as 


trust corpus 


in his gross estate for estate tax 


l s 
den., 


purposes. For example, in Lober 7 
53-2 ustc J 10,922, 74 S. Ct. 922, 
346 U. S. 335, the decedent 
of trusts for his children. He 
and the 
manner he deemed to be 


cert 
was the 
had the 


trust 


trustes 
power 
to invest 


reinvest corpus in 


prop I 
reinvest the in 


whatever 
He could 


come in 


accumulate and 


the but when the 
21, they wer 


The 


child upon 


same manner, 
children attained the 
to be the accumulated in 
principal was to be paid to each 
the of 25. The trusts were 
irrevocable child died before 


reaching 25, passed to his estate 
power to 


age ol 
paid ome 
attaining age 
and if any 
his share 
had the 
any 
his children 
that the 


estate ot 


The 
the 
corpus to 
held 
in the 


While a 


tax 


decedent 
trusts at 


terminate 
over the 
tacts, it 


and 
On 
property 

the 


time pay 
these 
was includable 


decedent 


was 


gross 


gift to a result in 
the gilt prove to be 
wasteful and, therefore, should not be made 
if it would result in handing 
amount of property to the 
the Ordinarily, 
hiciaries ol 
the 
sition ot 
effect 
having 


minor may 


savings, might 
large 
his 


be ne 


ove! a 
minor upon 
attaining age of 21 


such years are inexperienced in 
and 


value s 


dispo 
Phe 


themselves 


management, conservation 
substantial 
upon the 


control 


property 
beneficiaries 
over 


important sums ol 


money or their 


property, upon their tutures, 
attitudes 
Phe could 
by the unwise dissipation of 
the 


valuable 


work and careers may be disrup 


tive 


lost 


easily be 
the funds by 
transterring 


benefit of 


taX Savings 


Be tore 
1o1 


erstwhile minor 


assets in trust the 


his children, the donor should also consider 
that, although his current property holdings 


may be 


sufficient to maintain his standard 


his 
( ould 


donor's 


of living now, changes in economic 


whatever 


hardship 


status by 


cause result im 


The 


taken cannot be retraced 


severe once 


steps 
Thus, in making 


a gift to a minor, the donor 
the 


consequences 


must take into 


account only 


gitt 


not income, and 


should 
reflect upon the social and economic results 
which 
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but he 


might flow from such a gift 
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Liability of Subdivider 


‘Tax Status of Subdivisions Under the 
internal Revenue Code," by Alfred Fel- 


lows Miller. Chicago-Kent Law Review, 
June, 1955. 


The author is a member of the Illinois 
bar. 


Proceeds arising from the sale of lots in 
a subdivision project are taxable under the 
provisions of the Internal Revenue Code as 
either ordinary or capital gains income, de- 
pending upon the classi- 
fication pursuant to which the property 1s 
held, whether held by an individual, a part- 
nership, a trustee or a corporation. From 
an accounting standpoint, in terms of bal- 
ance-sheet 


accounting asset 


classification, the land, 
juristic 


sale,” as an 


asset 
natural or 
person, may be listed as “for 


whether owned by a 
investment or as a fixed asset, but in the 
terminology of the Internal Revenue Code, 
land is classified as a capital or noncapital 
After the accounting asset classifica- 
tion of the land has 
tax liability of the 


asset 


been determined, the 
subdivision owner is 
then expressed in terms of capital or non 
capital assets, and ordinary or capital gains 


income 


[ypical of the which the tax 1s 
arise, and illustrative of the con- 
sequences which may follow, is the case of 
Mauldin v (2d) 714 
(1952), wherein the court indicated that the 
problem was one 
tain lots sold 


taxpayel 


way In 
sue may 


Commissioner, 195 F. 
as to whether or not cer 


held by the 


primarily tor sale to customers in 


were “property 


the ordinary course of his trade or busi 
exclusionary clause of Se« 
117(a)(1) of the Code If so, the gain 
from the sale of the lots constituted ordi 
nary Section 117(a) 


(1); if not, a capital gains tax became payable 


ness” within the 
tion 
taxable 


income under 


For the 
this 


purpose of arriving at a solution 
tests 


once 


problem, certain have been 


devised These tests were succinctly 


stated in the following mannet 


whether the sales 
held 


to customers in the 


“Determining 


involve properties primarily for sale 
ordinary 
held for 
presents a factual question involving a con 
sideration of all the facts 
Among the 


circumstances 


course ot 


business or properties investment 


pertinent and 
factors 
primarily emphasized are the taxpayer's 
purpose in acquiring the property, the con 
frequency, and substantiality of the 


and the 


tinuity, 


transactions, sales activity in rela- 


Articles 


tion 


tests is de 


thereto. No one of such 


terminative.’ 


In the language of the Code, the question 
is one as to whether or not the property is 
held “primarily for fact 
question 


sale,” and is a 


No problem will arise in the case of a cor- 
porate holder because, as noted hereafter, 
the issue would be determined by the ex- 
tent of the corporate powers as 
by the law 


measured 
relating to corporations. Nor 
will it arise in the case of a dealer whose 
principal and actual occupation is the real 
estate business. It is only with respect to 
the individual taxpayer whose principal oc- 


cupation is not in the business 


real estate 
that there is a problem 
son, the 


in the 


As to such a per 
held 
turns on a 
further question concerning the intention of 
the particular individual 


issue as to whether land is 


“tor sale” classification 


It is 
mental 


important to 
theories 


notice funda 


Code 
provisions on the point. The draftsmen of 
the Revenue Act of 1921, a statute which 
provided that land was a capital asset, ap 
parently overlooked the accounting process 
by which income arising 
land should be 


relationship o! 


certain 


which underlie the 


from the 
computed as 


asset 


sale ol 
well as the 
classification thereto 


The nature of a determines the 


business 
classification or purpose for 


are held, and the 


which its assets 
asset classification in turn 


determines the accounting 


techniques by 
which the income on the sale of the respec 
tive types of assets is computed, The 
putation oft 


com 


taxable income is ordinarily 


principles of 
manner and to the extent 
provisions of the 


made according to accepted 
accounting in the 
modified by the 
Code, 
provide the 


income 


Internal 


Revenue special 


method of 


sections of which 


computing taxable 
respect to the 


of balance sheet assets such 


with 


major classes 


as inventories, 


investments and fixed assets. By providing 


that land was a capital asset, without speci 


tying whether the owner 


this 


was engaged in 


business or not entire process was 


disregarded 


The accounting aspect involved became 


mes« apable when the 


Service issued an Office 
Decision 


stated nae 


re al 


which 


taxpayer en 
gaged in the 


estate business is not 
permitted to inventory 


purpose oft 


real 
calculating net 
to Federal income tax.” 


estate tor the 


income subject 


sy an amendment 


included in the 
act, written to prevent the 


1924 
taxation of in- 
come at capital gain rates as to land sold 
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by real dealers, 


land 


estate the principle was 
that held for sale by a 
business was in the nature of inventory and, 
as a consequence, the profit or income from 
such sales came to be taxable as ordinary 
business income even though the principles 
of inventory accounting could not be used 
to make the computation. Pursuant thereto, 
the dealer holds land in 
the “for sale” classification reports income 
from the sale thereof as ordinary business 
income 


recognized 


real estate who 


At the time of enacting the 1954 Code, 
Congress included a new Section 1237, which 
deals with the topic of real property sub- 
divided for sale. The provisions of this 
section would appear to have a highly re- 
stricted application, but it does amplify on 
some of the points previously noted. The 
intention to engage in a subdivision project 
would be controlling unless that intention is 
defeated by a condition subsequent. The 
statute now supplies such a condition sub- 
sequent, which is made up of three concurrent 
conditions, namely, lack of intention to 
hold the property for sale, either this 
tract proviously or other property at the 
time of sale; lack of substantial improv- 
ments; and a five-year holding period. No 
the term “substantial improv- 
appears, except as it is spelled out 
in a proviso to the effect that the installa- 
tion Oo! water 


definition of 
ments” 


facilities and roads 
shall not be so considered if the lots should 
be held for a ten-year period. In the event 
the three concurrent conditions are satis- 
fied, gains realized on the sale of the first 
five lots are to be considered as capital 
On the sale of the rernainder of the 


and sewer 


gains 
lots, 5 per cent of the selling price thereof, 


less properly deductible expense, is taxable 





as ordinary income. There is reason to think 
that the draftsman of this section could have 
been more liberal, and might well have ex- 
tended relief to a wider class of taxpayers, 
but it remains to be seen whether the Com- 
missioner will devise new regulations, and 
what the courts will have to say when they 
are called upon to construe the term “sub- 
stantial improvements” as used in the statute. 

3y way of brief summary, it can be said 
that if an individual subdivides land or 
engages in any activity related to the sale 
thereof, the land will generally be considered 
as held for sale, with the proceeds of sale 
being taxable as ordinary rather 
than at capital gains rates. Frequency and 
continuity of sales for the purpose of profit 
are evidence of an intention to engage in 
this business, from which intention the ex- 


income 


istence of a business can be presumed, and 
a consequent classification of its assets can 
be made. The rule applies exclusively to 
individuals and to their agents, as the asset 
classification of land held by corporations 
will be determined by the powers thereof 
measured by the law of corporations. If 
land is subdivided subsequent to acquisi- 
tion, the conduct of the subdivision and the 


solicitation of sales will be evidence of a 
profit purpose. If, however, the land has 
been subdivided prior to acquisition, and 


the lots are sold off without solicitation by 
the owner, evidence of a profit purpose will 
be lacking. Under these circumstances, the 
establish the 
the circum 
latter could 
too passive a nature to support an 


purpose of acquisition will 


asset classification rather than 
stances of disposition, for the 
be of 


inference of any kind 


SAVINGS BONDS—THE WIFE AND THE CO-OWNER 


A divorce action stipulation waiv- 
ing any claim to decedent’s property 
did not affect the former wife’s right 
to United States savings 
which was the 
the did not cash 
during his life.—Hott v 
Trust AND ESTAT? 
{ 46,595.15 (Wis. S. 


Che widow 


bonds of 
co-owner, 
the bonds 
Warner, CCH 
Law Reports 
Ct., 1954). 

lost out to her brother 
in-law in a struggle to obtain posses- 


she since 


decedent 


sion of certain United States savings 


bonds after the decedent’s death. 
The bonds were co-owned by the 
632 August, 


by deducting capital cost allowance com- 


decedent and his brother. The widow 
claimed the bonds were given to her 
by the 
her marriage to him; his will also left 
her The brother-in 
law the bonds as co-owner 
The held the could not 
be the subject of a gift nor could they 
be transferred validly by contract o1 
by will contrary to the restrictions of 
the Treasury regulations—E-s parte 
Little ; In re Little Vv DeBardelaben, 
CCH Trust ann Estate LAw Reports 
{ 45,930 (Ala. S. Ct., 1953). 


decedent in consideration of 


his entire estate 
claimed 


court bonds 
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Canadian Tax Letter 


Capital Cost Allowance 
Applies to Property 
in the United States 





Transfer of Partnership Rights 
to Corporation Is Taxable 


Sale of a contract right resulted in in- 
come on the commuted value of the 
rights under the contract. 


Two partners acquired the right to re- 
move gravel from a pit located on a farm 
They agreed to 


pay the farmer a royalty 
of ten cents per ton on all the gravel re- 
moved. They then formed a company and 
sold this right to the company for some 


$72,000, in paid-up preference shares, the 
company agreeing to take over the partners’ 
liability to pay the royalty 
were the 


the purchasing 


The two part- 
ners shareholders in 
company The Minister 
ruled that the $72,000 (in shares) received 
by the from the 

taxable They appealed, claiming 
that the transaction in question (the sale 
of the right) was an isolated transaction and 
that they were not in the business of buying 
and gravel pits. They 
further explained that the profit motive was 
not paramount in the transaction; it appears 
that the owners of the pit had refused to do 
business with 


controlling 


partners company was 


income, 


selling rights in 


another company in which 
the partners were interested, because a third 
shareholder in that company was unaccept- 
able to them, and the 


dex ided to 


had 
other 
that the 
transaction 


two partners 
swing the 

Theis 
affair was an_ isolated 
entered into without any 
and lact, the 
wealth for them; they 


ceived no profit, capital o1 


transaction by 


means contention was 


whole 
intention of pront 


that, in transaction 


had not 
created any had re 
income, as the 
shares received had no value at the time of 
the transaction. 

The Appeal 


Board dismissed the app al 


The isolated transaction claim failed. This 
factor is not of itself of prime importance; 
rather, the nature of the transaction must 


Canadian Tax Letter 





be examined as to whether the 
involved is, 


the line of 


operation 
trading in 
which the venture 
nonproht 
weak It freely ad- 
mitted by the appellants that they had no 
intention of operating the 
their 


by nature, ordinary 
business in 
The 


tion was equally 


was made 


motive conten- 


Was 
gravel pit as 
partners; sole intention in acquiring 
the right was to resell it immediately. The 
right to the gravel cost the partners noth- 
ing; the royalty payments liability was taken 
over by the purchaser. They did receive 
$72,000 for sold—admittedly not 
in cash, but at least in money’s worth. That 
$72,000 received by the partners was taxable 
income in their hands.—267 v. Minister of 


National Revenue, 55 DTC 344 


the right 


United States Depreciation Rates 
Not Applicable in Canada 


Income derived from a foreign country 
means income computed according to 
Canadian law. 


This taxpayer owned considerable real 
estate in the United States Where ap- 
plicable he had computed depreciation on 
his United States properties as allowed un 
der the tax laws of the United States. He 
had filed his returns on this basis for 
eral years and not had one 


sev- 
rejected 

The capital cost allowance under Canadian 
law is not, in this instance, as great as the 
depreciation allowed under the United States 
law, so the recomputation of income resulted 
in a deficiency 


The appeal of the taxpayer was dismissed 


The 


Canada. 


was ordinarily 
rental 


taxpayer 
His 


poses of! his 


resident in 
income, for the pur- 
return, 
whether its source was located in the United 
States or 


Canadian income tax 


anywhere else, must be 


calculated 


633 





by deducting capital cost allowance com- 
puted at Canadian The f 
the taxpayer derived from a foreign coun- 
try” 


rates “income of 


means under 
Canadian taxing legislation. The appellant’s 
claim that double taxation 
unfounded. He could find no relief in the 
Canada-United States Tax Convention. The 
fact that in previous years the Minister had 
accepted returns computed by using United 
States depreciation rates was, of course, of no 
avail to the appellant; what the Minister 
actually did was to correct the faulty pro 

Nisse 7 
DTC 358 


“income” as determined 


resulted was 


cedure of previous years 
of National Revenue, 55 


Minster 


Strikebound Taxpayer 
Still Carrying on Business 


No abatement of the Ontario tax be- 
cause strike halted operations. 


A company does not cease to “carry on 
business” for the purpose of a business tax 
assessment merely because its manufactur 


Ing operations were 
the 
Court of 
the 
the 


was 


ior some 
The 
the 
Appeal, 
Rubber 


business” 


interrupted 
months during strike. 
Canada, upholding 
Ontario Court of 
Firestone Tire and 
Company still “carrying on 
within the meaning of the Ontario 


ment Act during a four-month period when 


year by a 
Supreme 
decision or 
ruled that 


Assess 


its manufacturing operations had ceased 
during a strike. The company was not 
eligible for an abatement of business tax 
under the provision of the act which pro 
vides for such abatement if the taxpayer 
“has not carried on such business for the 
whole year.”—Firestone Tire & Rubber Com 
pany of Canada, Ltd, v. City of Hamilton, 
CCH Ontario TAx Reports { 86-059 


Disagreement over Lease 
Compromised 


Installment purchase payments are not 
deductible from income of the pur- 


chaser. 
A tather transferred his land to his son 
with a covenant that the land was later to 


be divided among the son and three daughters 
in four equal The leased all 
hydrocarbons the land to C com- 
The three daughters leased their in 
terest in the land to the appellant and then 
claimed that the original lease to C 
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shares son 


under 
pany 


com 


August, 


ment is on the 


defensive, will 
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experience 


ES 


pany was invalid. C company and the 
syndicate finally reached a settlement that 
in return for the three daughters’ ratifica 
tion of the lease to C company the appellant 
would pay to the three daughters $75,000 
in cash and 10 per cent of the proceeds of 
production of the land leased, until an addi- 
tional $75,000 had been paid from its share 
of the profits. In 1949 and 1950, the appel- 
lant company paid an amount each year to 
the three daughters from the proceeds of 
the sale of production and attempted to 
deduct these payments i 


Held: The payment of 
cash full compensation 
daughters’ rights and 
leased. By 
they 


from its income 


first $75,000 in 
the 
the 


company 


was three 


land 


ior 
interest in 
ratifying the C 
divested 


lease 
whatever in 
terest they may have had in the land. The 
two installment payments from the appel 
lant’s share of the proceeds from the sale 
of oil from the land leased were made pur 
suant to the appellant’s direction and for its 


themselves of 


benefit after the income was received. These 
payments were therefore not deductible in 
computing the appellant’s incom« The 
Calgary Edmonton Corporation Ltd. v 


Minister of National Revenue, 55 DTC 1099 


Death Duties Administration 


the Canadian Ta. 
Journal, Kenneth Burn, estates manager of 
the Charter Trust Company of Toronto, 
discusses the administration of death duties 
in Canada. In 
makes a 


In a recent issue of 


one interesting quip he 
comparison of the method of 
valuation in the United States and Canada 


and then says 


“My favourite nightmare is administering 
an estate where the testator died a few days 
before a bad break in the security 
For example, if the duties on a $100,000 
estate amount to $16,000 and the market 
value of the estate is only $80,000 when you 
are in a position to deal with the securities, 
it means your effective rate of taxation 
jumps from 16 per cent to 20 per cent whil 
the value of your estate is decreasing by 20 
per cent The against 
practice is that the option remains with the 


market 


argument such a 


executor If the Acts provided that the 
valuation was to be taken three months 
subsequent to the death I presume some 
wiseacres would attempt to juggle the 


market price of a substantial security hold 


ing in the estate as at that date. I may 
point out that this is of course possible 
under our present Act if the deceased dies 


in the early part of the day.” 
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Meetings of Tax Men 


University-Sponsored Tax Conferences. 


The Fifth Annual Tulane Tax Institute 
will be held November 16 to 19 at the St. 
Charles Hotel in New Orleans, under the 


joint sponsorship of the Tulane University 
Schools of Law and 
tion. Other 
the New 


nual 


\ dministra- 
institutes imclude 
York University Fourteenth An 
Institute on Federal Taxation, also 
scheduled for November, and the University 
of Chicago’s annual 


Business 
late-autumn 


federal tax conference 


New York Law School.—J. Henry Land 
man, professor of tax law and chairman 
of the Federal Tax Clinic, has announced 
that the public is invited to attend without 


charge a series of Monday evening lectures, 


through August 29, by 


prominent tax at- 
torneys The lectures held at 6 
p. m. at the New York Law School at 244 


William Street, New York City 38. Speakers 


will be 


will include Charles S. Lyon, Martin M 
Lore, Paul Seghers George Blettmacher 
and Earle R. Koons 


One-Year-Old Goes to Hospital 


With the first birthday candles of the 
1954 Code still flickering, a series of open 
hearings will be held by the Subcommittee 
on Tax Policy of the Joint Committee on 
+} 


he Economic “reflect the 


principal phases of the subcommittee’s study 


Report, to 


of federal tax policy for economic stability 


and growth.” Out of the hearings, to be 
held from December 5 to 16 of this year, 
will come the diagnosis of what’s wrong 
and what's right with the Eighty-third 
Congress's baby and, perhaps, a chart to 


follow for possible surgery 


\ schedule recently 
Wilbur D 


subcommittee, 


announced by Repre 
Mills, chairman of the 
provide Ss 10oFr 


Sentative 


some 82 panel 


papers concentrating on specific assigned 
Tax-Wise 
hamnwaenmttasn af Ghaen tieeiecatene ak ao aeweeeoate 


issues, to be submitted by the panelists in 
with their 
the subcommittee. These papers, expected 
to be published in a compendium early in 
November, will be the subjects of summary 
and elaboration by the 
hearings. 


connection before 


appearances 


writers during the 
Walter Blum, professor of law at 
the University of Chicago, Harold Groves, 
professor of economics at the University of 
Wisconsin, and Carl 
economics at Columbia University, are among 
the distinguished panelists to be heard from 
during the sessions 


Shoup, protessor ol 


Tax Institute Study of a Trend 


Vodern Merchandising and Municipal Fi 
nance, studying how merchandising develop 
ments and public finance act and react upon 
each 
Institute, In 


other, is a ‘Tax 


Mabel Walker, 


new publication of 
Authored by 


director of the 


executive institute, it turns 
the spotlight on that relatively new de 
velopment—the regional shopping center. 


Whether the suburban “plaza” or 
threatens the old 


“village” 
downtown business dis 


trict is questioned, and new local tax and 


expenditure problems engendered by its 
appearance are discussed. Dr. Walker points 
out that relationship of 


local governments to suburban shopping de 


while the fiscal 


velopments is more obvious, both federal 
and state governments are directly con 
cerned. Depreciation, capital gains and de 
ductible expenses tie the federal tax system 
in with current merchandising trends 


Dr. Walker's 


conclusion 


“Tt seems unlikely that either of the 


two leading categories of shopping areas 
district and the 
will be doomed 


Probably, however, the nature 


the downtown business 
regional 
by the other 


of these 


shopping center 


two categories, particularly that of 


the downtown district, 


which at the mo 
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ment is on the defensive, will experience 
marked changes. 


“In this ferment of experimentation in 
the merchandising field, decisions will be 
made that will be of profound significance 
for municipal finance. Moreover, in the 
making of these decisions, the many-tentacled 
federal tax system will play an important, 
although not always an obvious, part.” 


For Freshmen Legal Writers 
—and Others 


“Legal style’ comes over the desk of 
the law-periodical editor in amazing quantity 

sometimes hundreds of manuscript pages 
in a day. Equally amazing are some of 
the freakish departures from rhetorical 
writing that masquerade as—or hide be- 
hind—so-called “legal style.” Every editor 
in the field must wish often that he might 
sit down and have a frank, impersonal talk 
with potential contributors. Perhaps if they 
realized that legal thought, no matter how 
sound, sometimes appears only as hand- 
some as the dress which it wears, a telling 
point would have been made 


Careless writing may cause a reader to 
question the thought expressed in such 
writing. No one should realize more strongly 
than lawyers how fatal the misplaced word, 
the faulty punctuation mark, the loose ex- 
pression of an idea may be. Since this is 
true in wording legislation, in preparing 
court briefs, in drafting legal documents, 
why shouldn’t the concept be carried over 
into article writing? At the professional- 
magazine level, the writer is presumably 
being judged by his peers. He should be 
anxious to say exactly what he means, in 
the best and clearest way possible. 


The chore of the frank, impersonal talk 
is ably undertaken in a recent law review 
article, “On Legal Style,” written by George 
John Miller, professor of law at the University 
of Florida. He is a man with a more-than- 
impressive wreath of intellectual laurels in 
the study of law. The article, appearing in 
the Winter, 1955 Kentucky Law Journal, was 
derived from an address he gave at the 
Southern Law Review Conference at the 
University of Mississippi. Fortunately pre 
served in print, his advice is available and 
priceless. Little should be added or taken 
away from what Professor Miller had to 
say, and so we quote: 


On sentence structure.—‘First, be simple. 
If you know something you can state it 
clearly. If you have not mastered the thought 
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by diction and by word order in each sen 


you are not yet in a position to pass it to 
others, although sketching a rough draft 
for your own further analysis often proves 
helpful. The most important single charac- 
teristic of good legal style is, in my opinion, 
a change of pace. There is no ideal standard 
sentence. The stylistic goal is a blend of 
long, short and medial sentences, and the 
desirable type of blend depends upon the 
type of vehicle selected to convey the 
thought, be it statute, opinion, pleading, 
brief, oral argument, treatise, article, note, 
comment, lecture, or some other form of 
legal expression. In theory the sentence 
structure of the first draft, when written 
without change of pace, should be imma- 
terial, but in practice this theory does not 
work. To chop up long sentences, cluttered 
with qualifying clauses and phrases, is a 
difficult task. To combine simple, direct 
sentences, on the other hand, is easy. Until 
change of pace becomes automatic the 
wiser course is to err on the side of pro- 
ducing too many short sentences. 


“Second, the position of words in the 
sentence is especially important in achiev- 
ing clarity. English, unlike Latin and many 
modern languages, lacks declensions for the 
most part and possesses no more than a 
rudimentary system of conjugation. Ac- 
cordingly the stylistic device of using 
position for emphasis has only a limited appli- 
cation in English. Our normal progression 
is subject, verb, object. Qualifiers break 
continuity. Insertion of a few is essential 
to accuracy of content, and on numerous 
occasions in legal writing many qualifiers 
are required. The lawyer is cursed with 
qualifiers. Nevertheless the adoption of too 
many in the same sentence destroys either 
accuracy or readability, and sometimes both. 
When qualifiers are necessary list them in 
one sentence, or in several sentences if need 
be; then refer in a final sentence to the 
composite as just delineated and move on 
directly with the verb and object. 


“Third, remember that English is a 
strong, direct language. Passives and re- 
flexives weaken a passage and usually 
lengthen it as well. An excellent rule-of 
thumb, especially in legal writing, is: ac 
tive voice, indicative mood, present tense 
For example, do not say ‘It was held by 
the court in the case of Jones v. Smith that 
a cause of action would be stated by these 
allegations’; say ‘In Jones v. Smith the court 
held that these allegations state a cause 
of action.’ 


“Guard against the indefinite demonstra- 
tive pronoun used functionally as a relative, 
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of words, vigorous sentence formulation 





w 





especially at the beginning of a paragraph 
Take the statement ‘This is unfortunate’, 
when following the discussion of a decision 
or, still worse, of several. Does the pronoun 
refer to the fact that the case arose, to the 
rationale, to the practical result, to an in 
consistency in trend, or to what? Ask your- 
self “This what?’ 
relerence 


If the reference, and one 
only, is not immediately forth 
coming, add a noun. Closely related to this 
error is the failure to observe the standard 
rule that pronoun and 
agree in number and 
was not satisfied with 
They amended the 
of ‘was’ 


antecedent 
gender 


must 
‘Congress 
this interpretation 
statute.’ The use 
fixes ‘Congress’ as singular; 
fore ‘they’ must be ‘it’ 

“The following 
other pitfall: ‘There are 
that apply 
‘Numerous 


there 
sentence illustrates an 
numerous juris 
this principle.’ Simply 
jurisdictions apply this 
Whenever ‘there are—there is— 
it is’ appear, consider revising the sentence 
In most should 
although effect 
pace are of course permissible. 


dictions 
Say, 
principle.’ 
instances you 
exceptions to 


revise it, 
change of 


“Parallelism in comparison is frequently 
slighted. Probably none of you would say 
‘Bill’s finger is longer than John’; and yet 
you might well slide into “The rationale of 
the earlier cases is preferable to the Smuth 
and Johnson decisions.’ Insert ‘that of’ be- 
fore ‘the Smith’. Here is another example 
of barbarism: ‘The difficulty with this 
statute is that: (a) it purports to codify 
the common law without doing so, (b) 
and (c) producing adminstra- 
tive confusion.’ 


vagueness, 


“Parallelism is also required in this sentence 
‘The decision follows not only precedent 
but also is practical.’ Correctly worded it 
should read ‘The decision not only follows 
precedent but also is practical.’ ” 


On diction.—“Diction is a field of study 
in itself. No ever reaches the outer 
limits of word study, no matter how much 
he reads or writes. And improvement de 
mands effort. The beginner usually 
terms o! too 


one 


constant 
employs broad an import, 
, in a new branch of knowl 
does not even recognize the fine 
distinctions group of specialists, 
however, develops highly systematized con 


probably because 
edge, he 


Every 


cepts and a technical vocabulary for short 
hand designation of each. Legal writing is 
technical writing, except in the rare exposi 
tions for laymen. Precise technical labels 
are essential, and they should be used 


“T recall asking a freshman to give me 
the judgment and the decision in Marbury 


Tax-Wise 


v. Madison 
got the 


He promptly replied, ‘Madison 
shaft.’ Now, even as a practical 
matter, his answer was not quite accurate; 
he should have said that Mr. Marbury lost 
the first round. The Supreme Court dis- 
charged the rule to show cause why a writ 
of mandamus should not issue to compel de 
livery of an executed commission as justice 
of the The reason was lack of 
original jurisdiction in the Court to issue 
the writ under the particular circumstances, 
despit« 
this 
statute 


peace 


the attempt of Congress to confer 
additional jurisdiction expressly by 
What this energetic young lad 
was referring to was the strong dictum of 
Mr. Chief Justice Marshall that 


secretary of state is not above 


even the 
the law in 
his refusal to perform the ministerial func 
tion and that mandamus is the proper 
sought in the proper court. My 
point is that, however stimulating this stu- 


remedy if 


dent’s answer might be to some jurors, it 
conveys very little to a jurist. 


“Conversely the legal writer must guard 
against slipshod use of a species symbol 
when designating the genus. In referring 
generally to Supreme Court consideration 
of judgments below the term to use is 
neither ‘appeal’ nor ‘certiorari’ but rather 
‘review. At times a 


general term is the 


only accurate one. 


“In drafting type of legal instru- 
ment the writer must make a basic though 
not very difficult among policies 
governing his words. At one 
which each con 


each 


choice 
selection of 
extreme is the statute, in 


cept must be designated by one symbol 
only and each symbol must signify one 
concept only. In this type of instrument 


stylistic flourishes have no place whatever. 
At or near the other extreme is the article, 
which is 


enlivened by judicious use of 


synonyms. In a sense, change of pace exists 
word level. Constant 


held’ is as 


even at the 
of ‘the 


repetition 
court wearisome as a 
sustained succession of short, blunt sentences 
Such terms as ‘the bench’, ‘the judiciary’, or 


even ‘Mr. Justice Purple for a unanimous 


court’ relieve the monotony. Caution is 
mandatory, however; ‘said’ connotes a dic 
tum, while ‘held’ 


that is 


for example, denotes a 


step in the reasoning essential to 


the decision. Accuracy, even when it dulls 


the style, outweighs variety and sparkle.” 


On punctuation. - 
other fine art that has been neglected of late 


“Punctuating is an 


Today punctuation has largely degenerated 
to a mere prop for clarity, despite the fact 
that accuracy and clarity should be achieved 
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by diction and by word order in each sen 
tence, along with what little the English 
language offers in the way of distinction 
through declension and conjugation. As 
training I recommend practice in construct- 
ing sentences that need punctuation at the 
end only. Once this technique is mastered 
the writer can than begin to utilize punctua- 
tion to real advantage, namely, for the pur- 
pose of speeding the reader up or slowing 
him down. To give one example, most legal 
scribblers know that the ‘comma splice’ is 
inexcusable and that the common remedy 
is to put the collection of words into two 
sentences. Many overlook, however, the 
equally simple device of dotting the comma 
The semicolon variant speeds the reader up 
and is useful in moving rapidly through 
passages that either focus on the same con 
cept from several slightly different angles or 
build step by step yet swiftly to a conclusion 


“In brief, do not discard punctuation in 
the final product, but practice getting along 
with very little of it. Then employ it, in 
passages already clear, to ‘pace’ the reader, 
thereby exercising over him the control that 
you maintain through rate of utterance and 
voice modulation when speaking.” 


On capitalization, hyphenation, mechani- 
cal aids.—“The modern trend is to capitalize 
and hyphenate less. This trend is a whole- 
some one in legal writing, which is lumber 
ing enough at best. Frequent resort to 
parentheses or dashes, and any use of 
italics and other mechanical aids for em- 
phasis, are badges of weakness. In legal 
writing especially the footnote device can 
readily carry most of those ‘asides’ that 
tend to impede the flow of the text and 
yet merit some mention An occasional 
dash tor a twist, as distinct from two 
dashes in heu of parentheses, is as refresh- 
ing as an ©. Henry ending to a story: but 
too many surprises, like an overload of 
spice, deaden the palate Then too, the 
habit of throwing in dashes for commas is 


hard to break, once it is acquired 


‘Mechanical aids in the form of headings 
and subheadings for the purpose of indi 
cating order and arrangement are, of course, 
standard implements of legal writing. Oc- 
casional italicization of small portions of 
quoted passages, always requiring the flag 
‘emphasis supplied’ or ‘italics ours’, is in 
common usage, but careful selection of the 
portions worth quoting largely removes any 
need for the practice At all events the 
writer's own emphasis on portions of his 


own material should spring from nice choice 
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of words, vigorous sentence formulation 
and, on occasion, deliberate repetition. In 
legal writing italics customarily appear in 
the text to designate case names and 
treatises, and their use for emphasis tends 
to confuse. Furthermore masses of italics, 
like numerous figures not in tabular form, 
produce in print a page that looks messy 
and therefore displeases or discourages the 
reader right at the start.” 


One sentence of Professor Miller’s would 
seem to bear questioning: “In legal writing 
especially the footnote device can readily 
carry most of those ‘asides’ that tend to im- 
pede the flow of the text and yet merit some 
mention.” 


Vhile this solution of the “aside” prob- 
lem perhaps may be a very good one for 
student law review writers, it might be 
suggested that in writing for the practicing 
lawyer, the author—by smooth wording and 
easy transition—could incorporate most of 
his “asides” into the text without seriously 
impeding its flow. Some might well be 
omitted. The busy practitioner is more 
likely to read the author’s comment if it ap 
pears in the text than he is to follow it to 
the tootnotes Footnotes would seem best 
saved for necessary documentation. We say 
“necessary” because of the multitudinous 
“ibid” and “idem” footnotes with references 
only a few words or phrases apart in the 
text and unmistakably related to one an 
other without the reader’s making another 
trip to the bottom of the page 


But take away this one small blemish 
from the rose, and Professor Miller’s article 
seems to be just the editor-author chat 
we had in mind. “On Legal Style” can’t be 
recommended too highly, whether the au 
thor be student, practicing attorney or es 
teemed graybeard who writes in retirement 
and gives the benefit of his hard-won ex 
perience to grateful readers still taking 
the hurdles. A copy of the Kentucky Laz 
Review containing the article would be a good 
investment—to read, to use, to keep 


State Tax News 


California.—The California Law Revision 
Commission was recently directed by an 
assembly concurrent resolution (No. 33) 
to make a study of the California inherit 
ance and gift tax laws and the similar 
federal laws, and to determine ways ol 
making the local provisions conform to the 
federal ones 


Iilinois.—Effective August 1, a use tax 
will be imposed at the rate of 2 2 per cent 
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p 
2 


of the 
property Governor 
S. B. 510 on July 14 
Other bills approved on the 
became effective at once 
3. B 


tractors 


selling ersonal 
4 I 


approved 


tangible 
Stratton 


price of 


same day 
803 makes liable for sales tax con- 
who, in the course of their busi 
ness, transfer tangible personal property to 
consumers in the finished form in which 
it was purchased and which does not be- 
come real estate 


a: 


(stoves, refrigerators, etc.) 
796 provides that any amount al- 
lowed as credit for tangible personal prop 
erty taken in trade shall be excluded 
the term 


from 
However, in 
respect to tangible 
personal property taken in trade and later 
used or consumed by the 
shall determine the 
at the time 


“gross receipts.” 


making a return with 
seller, the retailer 


value of such property 
of the use or consumption, and 


This 


restoring the 


shall include such value in his return 
effect of 
department of revenue’s regulation on trade- 
held invalid in the Ruby 
(Illinois Court, 


amendment has the 
ins, which was 
( het r let Cast 
May 20, 1955) 

‘J he 
ordinance 
ot! ] pe! 


Supreme 


Chicago City Council has passed an 
halt 


The tax 


sales tax oft 
August 1 


state 


levying a one 
cent, effective 
collected by the 
New York. 


re actively, o! 


will be 


The effect of the repeal, ret 


ri 
federal Code Sections 452 


and 462 on New York corporation franchise 
tax returns is as follows: Taxpayers who 
have filed federal income tax returns are 
required to recompute their taxable income 
and, if the amount of the tax is increased, 
to file a statement of 
gether with 
ber 15 of 
New York franchise (income) 
tax, this statement would appear to consti 
tute an amended return 211(3) 
requires amended 
commis 


such 
payment on or 
this For 

corporation 


increase, to- 
before Decem 


year purposes of the 


Section 
of the tax law that an 
report be filed 
within 90 


file d 


with the state tax 


sion days 


after an amended re 


turn is with the Treasury Department 


The Appellate Third Depart 
ment, has decided that a contention that the 


Division, 


state tax commission is estopped from de 
claring a petitioner a resident and subject 
to the New York State 
tax simply because the 


personal income 


had 


Was a 


commission 
that she 
The 


anitual tax 


decided in previous years 
nonresident should be 
held that “the duty of 


assessments is to be 


denied court 
making 
viewed 


decided 


either 


freshly for 
differently 


because the 


each year and may be 


than in previous years, 


taxpayer’s status has actually changed or 


because the tax officials become possessed 


should be 
Goodrich et al., 


indicate it 


Varx 7 


of information to 
treated differently.” 
June 16, 1955 


City Tax Calendar... 


September 15 


privilege tax 


Phoenix business 


and 


Arizona 
re ports 
Denver 


payment due 
( olorado 
payment due 


sales tax reports and 
Ohio: Columbus estimated 
income tax third installment 
due; Columbus estimated personal income 
tax third 


corporate 


installment and, if necessary, 
due; Youngs- 
town estimated corporate income tax third 
installment due; Youngstown estimated 
personal income tax third installment duce 
Pennsy Erie employer withholding 
and payment due; Erie per 
third installment due; 
Erie School District income tax third in 
stallment due; Scranton School District 
third installment 
Seattle occupation tax 
reports and payment due; Tacoma occupa 
tion tax reports and payment due 


amended tax declaration 


vanta 
tax reports 


onal income tax 


estimated income tax 


due Washington 


September 20—/ouisiana: Baton Rouge sales 
and use tax reports and payment due; New 


Tax-Wise 


Orleans sales and use tax reports and pay 
ment Vew York: New York City 


sales and use tax reports and payment due 


due 


September 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. Ohio: Cin- 
cinnati employer withholding reports and 


payment due 


September 30—Missouri: St. Louis employer 
withholding reports and payment due 
Ohio: Dayton employer withholding re 
ports and payment due; Dayton estimated 
corporate imcome tax third installment 
due; Dayton estimated personal wmicome tax 
third Toledo 
corporate income tax third installment and, 
amended tax declaration due; 
Toledo estimated personal income tax third 
installment due. Pennsylvania: Erie School 
District employer withholding tax reports 


and payment due. 


installment due; estimated 


if necessary, 
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State Tax Calendar 





The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: September 15—Corporate in- 
come tax third installment due.—Per- 
sonal income tax third installment due. 


ARIZONA: September 1—Property re- 
ports from private car companies due 
(last day). September 30—Annual re- 
ports and registration fees from corpo 
rations due. 


CALIFORNIA: September 15—Bank and 
corporation franchise tax second install- 
ment due.—Corporate income tax second 
installment due, 


DISTRICT OF COLUMBIA: September 


30—Property tax semiannual installment 
due (last day). 


GEORGIA: September 15—Corporate in- 
come tax third installment due.—Per- 
sonal income tax third installment due. 


IDAHO: September 1—Franchise license 
tax statements and payment due (last 
day). September 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. 


ILLINOIS: September 1—Property tax of 
private car lines semiannual installment 
due.—Real property tax semiannual in- 
stallment due. 


MAINE: September 1—Franchise tax of 


domestic corporations due. 


Re Do i 


1955 SEPTEMBER 1955 | 


SUN MON TUE WED THU FRI SAT | 








it tetiadain ok: 2.2 
a 67 8 9 10) 





111213 1415 1617) 
18 19 20 21 22 23 24, 
25 26 27 28 29 30 «»| 





MARYLAND: September 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 


MINNESOTA: September 15—Corporate 


income tax second installment due. 


MISSISSIPPI: September 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 


NEBRASKA: September 1—Real property 


tax second installment due. 


NORTH CAROLINA: September 15— 
Corporate income tax third installment 
due.—Personal income tax third install- 
ment due, 


OHIO: September 20—Tangible and in- 
tangible personal property tax semian- 
nual installment due.—Tangible personal 
property tax from intercounty corpo 
rations due. 


OKLAHOMA: September 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 


SOUTH CAROLINA: September 15 


Corporate income tax third installment 


due.—Personal income tax third in- 
stallment due.—Property tax installment 
due. 


UTAH: September 15—Excise (income) 


tax third installment due 


VERMONT: September 15—Personal in- 
come tax third installment due.—Property 
reports from railroads due. 


THE ATTORNEYS GENERAL TO THE CONTRARY 


The North Carolina Attorney Gen- 
eral recently held that United States 
savings bonds should be included in 
the decedent-purchaser’s estate for 
state inheritance tax purposes, unless 
during his lifetime they had been 
given to the alternate payee named in 


640 August, 


the bonds. But up in Vermont, the 
Attorney General has ruled that where 
real and personal property is held by 
the husband and the wife, the sur- 
vivor’s interest in and the ownership 
thereof shall not be deemed a transfer 
subject to taxation 
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September 15—— 


Due dz ra ri 1s t estimated tax 
4 corporations with tax liabilities in 


of $100,000, and payment of 


ich estimated tax, where 


requirements are met before Sep 
g 5 ode section 


Form 1120-ES 
filing 
tax by individuals 
19 if filing 


met altel 


6016.) 


Date for declaration of estimated 


tor calendar yeal 
requ 

June l, 5 and 
September 2, 1955 istallment 


is one halt of es 
Due 


estimated tax 


date for payment of one quarter of 
1955 by 
whose declarations were due on 
15 1955 and 


the installment basis 


individuals 
April 


whose payments are on 


ate of deposit by 


| , 
employer itl 


authorized ce 


reserve bank Or 
t the 


withheld 


amounts of (1) income 


trom 


es’ tax deducted 


and (3) employer’ 


3111 


ded $100 


agricultural lab ubject to 


taxes under and (3) above, he will 


make computation for thi 


| S100 


group to determine whether thx 


exceeded (Res 


106.606.) Form 4 


minimum has been 
lations 120 


depositary receipt) 


section 


Due date, by general extension, of returns 
March 31 in 


partnerships; 


for the fiscal year ended 


the case of (1) 


2) toreigr 


loreign 


corporations which maintain 


1 1 


oinces oi or business in th 


United States; (3) domestic corpora 
tions which tr 


keep 
counts 


busine SS al 
records and books 


abroad: (4) domesti 


ansact their 


the if 


L nited 
feTs re idin I rave 
cluding persor n the military 
ervice cit outs ] Unite 
sectiol 39 
Form 1065; (2) 


1040 


Forms: (1) 


1120; (5) 
Monthly 


holders and of 


Form 


miormation 


otheces 


returns 
and directors ot 

foreign personal holding companies due 

for August. (Code Section 6035, ) 


{) 


Form 


/ 


local 


stamp depositaries 


State B oe 


Due date for delivery to director oft 


internal revenue, by 


of the United requisition for 


all stamps purchased ring the pre 


ceding month, with statement howme 


Stamps on hand at beginnine and end 


t such month and stamps sold during 


that month. Payment also due 


ceeds of sale ot 
] 


preced 


stamps 
ing mont! 


tio 142.) 


September 30—— 


date 


CXCISE tax 


Due 

Reserve Bank or an authorized 
tary, 1! such taxes 
t exceeded $100 


boxes: tr: 


re portable tor 

taxe on Sale depo 
rtation of oil by pipeline; 
cable 
messauves ‘ 1 transportation 
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Ready Now... 


CCH ATOMIC ENERGY 
LAW REPORTS 


Recognizing the emergence of this important new area of law and the 
necessity for effectively covering it through swift, authoritative loose leaf 
reporting, Commerce Clearing House is pleased to announce the sparkling 
new CCH ATOMIC ENERGY LAW REPORTS—now ready! 


Everyone responsible for guiding substantial business interests with a 
stake in this dynamic new field, or contemplating entering it, will welcome 
this practical new one-volume Reporter. It is designed to span the legal 
problems of the exciting new civilian exploration, development, and applica- 


tion of atomic energy as opened up and encouraged by the Atomic Energy 
Act of 1954. 


From ‘‘access permits’’—through ‘‘financing research and development,’’ 
insurance,’ “‘labor relations,’’ and all the rest—down to ‘‘disposition of 
atomic wastes’ everything within the plan and purview of this specialized 
Reporter rates recognition here, in prompt, accurate, and adequate detail. 
For, fast frequent releases by first class mail bring subscribers everything new 
and pertinent concerning federal and state regulation of the peacetime uses of 
atomic energy—to keep them always informed on emerging developments, 
as they “break.” 


Incorporated into this new Reporter are the first-hand experience and 
intimate knowledge of Consulting Editor Harold P. Green, formerly, Office 
of General Counsel, U. S. Atomic Energy Commission—plus the seasoned 
editorial skill and know-how, the specialized organization, facilities, and 
resources CCH has accumulated in reporting on atomic energy law since the 
very inception of the first federal atomic energy law, away back in 1946. 


Write for Complete Details 


COMMERCE, CLEARING, HOUSE, INC., 
PUBLISHERS © TOPICAL LAW REPORTS 


522 FirrH Ave 214 N. MICHIGAN AVE 1329 E STreer. N. W 
NEW YORK 36 CHICAGO 1 WASHINGTON 4 





